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INTRODUCTION 

Because  of  time  pressure  and  the  committee's  desire  to  iret  tlie  Tax 
Reform  Act  of  1976,  as  amended  by  the  Finance  Committee,  to  the 
Senate  floor  as  soon  as  possible,  the  committee  reported  the  bill  only 
with  those  amendments  acted  upon  by  the  committee  at  the  time  this 
bill  was  ordered  to  be  reported.  This  was  to  give  the  staff  time  to  draft 
tlie  l.r)36-paa-e  bill  and  in-epare  the  re})ort.  The  report  (S.  Rept.  94- 
938)  included  the  connnittee's  decisions  up  until  the  time  it  ordered  the 
bill  reported.  Subsequent  to  this,  the  committee  agreed  to  the  addi- 
tional amendment  to  be  offered  on  the  floor;  the  additional  amend- 
ment is  described  in  this  supplemental  report. 

This  supplemental  report  is  to  be  treated  as  if  it  were  a  regular 
committee  report  with  respect  to  the  explanation  of  the  intent  of  the 
Finance  Committee  regarding  the  amendment. 
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I.  SUMMARY 

The  summary  presented  below  outlines  the  principal  features  of 
the  additional  amendments  acrreed  to  by  the  conmdttee  subsequent  to 
the  time  the  committee's  amendment  to  the  Tax  Eeform  Bill  of  1976 
(TI.K.  10G12)  was  ordered  reported. 
Estate  and  Gift  Tax  Provisions  (Title  XXII) 

1.  Estate  tax  credit.— Xn  estate  tax  credit  is  provided  in  lieu  of  the 
present  estate  tax  exemption.  The  amount  of  the  credit  will  be  $30,000 
for  decedents  dying  in  1977  (equivalent  to  an  exemption  of  $131,000) 
and  will  increase  by  $5,000  per  year  until  1981  Avhen  the  credit  will 
be  $50,000  (equivalent  to  a  $197,000  exemption) . 

2.  Marital  deduction. — The  maximum  estate  tax  marital  deduction 
for  property  passing  from  the  decedent  to  his  surviving  spouse  is  in- 
creased to  the  greater  of  $250,000  or  one-half  of  the  decedent's  ad- 
justed gross  estate. 

3.  Valuation  of  certain  real  property. — Qualified  real  property  is  to 
be  includable  in  the  decedent's  gross  estate  on  the  basis  of  its  current 
use  rather  than  on  the  basis  of  its  highest  and  best  use.  Real  property 
that  can  qualify  for  this  special  treatment  will  include  property  used 
for  (1)  farming,  (2)  woodland,  (3)  open  pastoral  space,  or  (-1)  the 
maintenance  of  historic  values. 

4.  Extension  of  payment  time. — The  period  for  payment  of  the 
estate  tax  attributable  to  the  decedent's  interest  in  a  farm  or  closely- 
held  business  is  increased  from  10  to  15  years.  No  part  of  the  estate 
tax  is  to  be  payable  for  the  first  three  years;  thereafter,  the  tax  is  to 
be  payable  in  equal  installments  over  the  next  12  years.  In  addition, 
a  special  6-percent  interest  rate  is  to  apply  to  the  tax  attributable  to 
the  first  $1  million  of  farm  or  other  closely  held  business  property. 
A  "reasonable  cause"  standard  for  the  discretionary  10-year  extension 
for  the  payment  of  estate  tax  is  to  be  substituted  for  the  existing 
"undue  hardship"  standard. 

5.  Generation-skipping  transfers. — A  tax  is  to  be  imposed  in  the  case 
of  a  generation-skipping  transfer  under  a  trust  or  similar  arrange- 
ment upon  the  distribution  of  the  trust  assets  to  a  generation-skipping 
heir  or  upon  the  termination  of  an  intervening  interest  in  the  trust. 
The  tax  generally  is  to  be  paid  out  of  the  proceeds  of  the  trust  and 
is  to  be  substantially  equivalent  to  the  estate  or  gift  tax  which  would 
have  been  imposed  if  the  property  had  actualh^  been  transferred  out- 
right to  each  successive  generation. 

6.  Gift  tax  treatment  of  certain  annuities. — The  value  of  a  non- 
emi)loyee's  interest  is  to  be  excluded  from  the  taxable  gifts  of  the 
surviving  spouse  to  the  extent  the  value  of  that  interest  is  attributable 
to  the  contributions  of  the  employer  and  to  the  extent  the  value  arises 
solely  by  reason  of  the  spouse's  interest  in  the  community  income  of 
the  einplo^'ee  under  the  community  property  laws  of  the  State. 
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other  Amendments  (Title  XXIII) 

1.  Outdoor  advertising  displays. — Taxpayers  are  to  have  the  elec- 
tion to  treat  outdoor  advertising  displays  as  real  propei-ty  under 
certain  circumstances. 

2.  Large  cigars. — The  excise  tax  on  larne  ciirars  is  chan<2:cd  from  a 
bracket  system  based  on  the  intended  retail  price  to  an  ad  valorem 
tax  of  81/2  percent  of  the  wholesale  price. 

3.  Gain  from  sales  or  exchanges  hetween  related  parties. — Ordinary 
income  tax  treatment  is  extended  to  gains  from  sales  of  depreciable 
property  between  two  corporations  that  are  controlled  by  the  same 
individual  and  his  family.  In  addition,  the  amendment  makes  certain 
rules  of  constructive  ownership  apply  in  this  situation. 

4.  Extension  of  Uniformed  Services  scholarship  excliision. — The 
exclusion  from  income  for  amounts  received  as  scholarships  under  the 
Ai-med  Forces  Health  Professions  Scholarship  Program  (or  any  sub- 
stantially similar  program)  is  extended  to  cover  the  year  197G. 

5.  Tax  counseling  for  the  elderly. — Provision  is  to  be  made  for  a  vol- 
unteer tax  counseling  program  for  the  elderl3\ 

6.  Tax  credit  for  certain  education  expenses. — A  tax  credit  is  to  be 
provided  for  certain  expenses  relating  to  higher  eduction. 

7.  Convmission  on  Value  Added  Taxation. — A  20-member  National 
Commission  on  Value  Added  Taxation  is  to  be  established  to  make  a 
study  of  the  value  added  tax  and  its  effects  on  savings,  consumption, 
capital  formation,  international  trade  policj^,  and  general  govern- 
ment finance,  as  well  as  its  potential  use  as  an  alternative  source  of 
linancinc:  tho  social  socurity  system.  A  report  is  to  be  made  to  the  Presi- 
dent and  to  the  Congress  by  December  31, 1977. 

8.  Industrial  developm-e^it  honds  for  certain  hospital  construction. — 
An  exception  to  the  small  issues  limitation  on  industrial  develop- 
ment bonds  is  to  be  provided  for  the  construction  of  private  hospitals 
where  the  bond  issue  does  not  exceed  $20  million  and  the  hospital  has 
been  certified  as  necessary  in  their  communities  by  the  appropriate 
State  health  agency. 

9.  Group  legal  services  plans. — An  exclusion  from  an  employee's 
gross  income  is  provided  for  amounts  contributed  or  service  or  reim- 
bursements provided  by  an  employer  under  a  qualified  group  legal 
services  plan  for  the  benefit  of  the  employee,  his  spouse,  or  his 
dependents. 

10.  Exchange  funds. — Generally,  amounts  contributed  to  partner- 
ship exchange  funds  (so-called  "swap  funds"'),  as  well  as  the  merger 
of  certain  investment  companies,  are  to  be  treated  as  taxable  transac- 
tions where  a  taxpayer's  principal  interest  is  to  diversify  his  invest- 
ments without  cui-rent  payment  of  tax. 

11.  Subchapter  S  corporation  distrihutions. — An  amendment  was 
adopted  modifying  the  rules  pertaining  to  the  number  of  shareholders 
of  a  subchapter  S  corporation. 

International  Trade  Commission  (Title  XXIV) 

The  voting  procedures  of  The  International  Trade  Commission  in 
import  relief  cases  are  changed  to  insure  that  the  Congress  will  have 
an  opportunity  to  override  import  relief  decisions  of  the  President 
under  sections  201  and  40G  of  the  Trade  Act  of  1974.  The  Commission 


meiiibersliip  is  to  be  increased  from  six  to  seven  members,  and  certain 
other  procecbiral  and  organizational  changes  are  to  be  made  with  re- 
spect to  the  Commission. 

Miscellaneous  Amendments   (Title  XXV) 

1.  Disability  payments  exclusion, — An  exclusion  from  gross  income 
is  provided  for  disability  payments  received  by  U.S.  Government  em- 
ployees on  account  of  personal  injuries  occurring  outside  of  the  United 
States  as  a  result  of  a  terrorist  attack. 

2.  Changes  in  treatment  of  foreign  income. — The  foreign  tax  credits 
wjiicli  are  to  be  allowed  an  additional  2-year  carryover  under  the  com- 
mittee's amendment  to  H.R.  10612,  as  reported,  are  to  be  applied  on  a 
first-in-first-out  (FIFO)  basis. 

Individuals  are  to  have  the  option  of  claiming  a  foreign  tax  credit 
on  income  earned  abroad  in  lieu  of  the  $20,000  (or  $25,000")  exclusion 
from  income. 

In  addition,  any  loss  from  a  foreign  subsidiary  is  not  to  be  subject 
to  foreign  loss  recapture  to  the  extent  that  it  is  attributable  to  a  deficit 
in  earnings  and  profits  as  of  December  31,  1976,  where  the  loss  is  sus- 
tained prior  to  January  1,  1979. 

Further,  foreign  source  income  derived  by  a  possessions  corporation 
is  entitled  to  the  possessions  tax  credit  if  earned  before  October  1, 
1976.  without  regard  to  the  requirement  of  its  being  earned  in  the 
possession  in  which  the  trade  or  business  providing  the  funds  is  being 
conducted. 

3.  Treatment  of  certain  individuals  employed  in  fishing  as  self- 
employed. — Crewmen  on  boats  engacred  in  taking  fish  (or  other  forms 
of  aquatic  animal  life)  with  an  operating  crcAv  of  fewer  than  10  are  to 
be  treated  as  self-employed  for  Federal  tax  purposes  in  certain  in- 
stances. (This  modifies  an  earlier  committee  provision  pertaining  to 
boat  crewmen.) 

4.  Energy-related  provisiom.—A.  special  credit  for  wind-related 
residential  energy  equipment  is  provided  where  it  is  installed  to  gen- 
erate electricity  to  heat  or  cool  residences  or  to  provide  hot  water  for 
them. 

A  special  investment  credit  is  provided  for  wind-related  ener^ 
equipment  installed  for  use  in  the  trade  or  business  of  producing?  the 
electricity  or  the  generation  of  electricitv  for  use  in  a  trade  or 
business. 

5.  Sliding-scale  inclusion  ratio  for  capital  gains.— Th^  50-percent 
capital  gams  exclusion  for  capital  chains  is  increased  for  assets  held 
moi-e  than  o  years  by  one  percentage  point  for  each  year  an  asset  is 
held  in  excess  of  5  years,  but  with  a  minimum  inclusion  of  30  percent 
(after  25  years). 

6.  Pensions,  ESOP's  and  related  items.—Th^.  Pension  Benefit  Guar- 
anty Corporation  IS  to  be  exempt  from  all  Federal  taxation  except 
taxes  imposed  under  the  Federal  Insurance  Contributions  Act  Asocial 
security  taxes)  and  tlie  Federal  Unemployment  Tax  Act  (unemploy- 
ment taxes).  \  i     . 

In  addition  unincorporated  businesses  are  to  be  allowed  to  make 
contributions  to  tax-qualified  pension  plans  (an  H.R.  10  plan)  on 
beiialx  of  an  owner  ot  a  business,  under  the  usual  H.R.  10  rules  for 
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plans  funded  with  annuity  contracts,  witliout  disqnalifyin^r  the  plan 
under  the  overall  limitations  on  benefits  and  contributions  under  tax- 
([ualitied  plans. 

AVith  respect  to  Emj^loyee  Stock  Ownership  Plans  (ESOP's).  two 
])rovisions  previously  airreed  to  by  the  committee  are  to  be  deleted. 
These  (1)  would  require  ESOP's  funded  with  investment  tax  credits 
to  provide  for  broader  employee  participation,  and  (2)  would  end  the 
treatment  of  ESOP's  as  employee  pension  or  welfare  plans  under 
Federal  law  (other  than  tax  law) . 

In  addition,  an  amenchnent  was  adopted  permittino:  employees  to 
elect  out  of  an  ESOP  funded  with  investment  tax  credits. 

7.  Tax-exempt  organizatioih^  and  chari table  covttihvtiovs. — Tax- 
exempt  hospitals  are  to  be  })ermitted  to  provide  laundry  services  to 
small  tax-exempt  hospitals  for  a  fee  without  the  income  from  these 
services  bein^r  subject  to  the  unrelated  business  income  tax. 

Laundry  and  clinical  services  are  to  be  tax-exempt  when  coopera- 
tively operated  by  a  service  organization  created  by  tax-exenii)t 
hospitals. 

United  States  Government  publications  received  by  taxpayers  with- 
out charae  or  at  a  reduced  price  are  no  longer  treated  as  capital  assets 
and  as  a  result  a  charitable  contributions  deduction  will  no  longer  be 
available  when  they  are  contributed  to  charity. 

Corporations  (other  than  a  subchapter  S  corporation)  are  to  be 
allowed  a  deduction  for  up  to  one-half  of  the  appreciation  on  certain 
tyj^es  of  ordinary  income  proj^erty  contriluUed  to  a  public  charity  or 
private  operating  foundation  for  use  in  carrying  on  its  exempt 
purpose. 

Public  charities  (other  than  a  church,  an  organization  affiliated 
with  a  church,  or  certain  support  organizations),  are  to  be  permitted 
to  elect  to  have  their  lobbying  activities  measured  by  an  "expendi- 
tures'* test  rather  than  the  "substantiality"  test  of  present  law. 

In  taxing  the  income  of  an  exempt  organization,  to  the  extent 
the  income  is  derived  from  "debt-financed  property'',  the  term 
"acquisition  indebtedness''  is  not  to  include  taxes  and  special  assess- 
ments imposed  by  State  or  local  governmental  units  until  those  taxes 
or  special  assessments  become  due  and  payable  and  the  organization 
has  had  an  opportunity  to  pay  them  in  accordance  with  State  law. 

The  expiration  date  of  a  private  foundation  traiisitional  rule  con- 
tained in  the  Tax  Keform  Act  of  1009  is  extended  to  Jaiuiary  1.  1077. 
In  jieneral,  this  extension  applies  to  a  rule  which  exempts  from  the 
self -dealing  rules,  certain  sales,  exchanges,  or  other  dispositions  of 
certain  "nonexcess"  business  holdings  by  a  private  foundation  to  a 
disqualified  person  so  long  as  the  private  foundation  receives  at  least 
fair  market  value. 

The  minimum  distribution  requirement  for  private  operating  foun- 
dations is  generally  reduced  to  ?>  percent.  Also  im])uted  interest  in- 
come on  pre-107()  installment  payments  is  excluded  ivom  the  distribu- 
tion i-equirements  ai)])licable  to  private  fou]ulations.  Finally,  this 
amendment  exempts  libraries  and  museums,  whei'e  they  elect  this  gen- 
eral 5  percent  payout  rule  from  the  net  tax  on  investment  income 
applical)le  to  private  foundations. 


8.  Low-hicome  allowance, — An  amendment  was  adopted  increasing 
the  low-income  allowance  to  $1,850  for  single  returns  and  $2,400  for 
joint  returns  for  the  calendar  year  1977,  with  the  increase  to  be  re- 
flected in  lower  withholdina*  during  the  last  G  months  of  1977.  For 
1978  and  future  years,  the  low-income  allowance  is  to  be  $2,000  for 
single  returns  and  $2,700  for  joint  returns.  (Without  tliis  change  the 
low  income  allowance  would  be  $1,700  for  single  returns  and  $2,100 
for  joint  returns.) 

9.  Equlpnnent  leasing — transitional  rule  for  '''at  risk'''  limitutian. — 
A  transitional  rule  to  the  committee's  '*at  risk"  provision  was  pro- 
vided for  ecjuipment  leasing  so  that  this  rule  will  not  apply  to  losses 
incuried  under  a  lease  in  effect  on  December  31, 1975. 

10.  Architectwal,  etc.,  harriers  to  handicapped  persons — to  include 
the  deaf  and  blind. — A  clarification  of  the  previous  committee  provi- 
sions provides  that  the  current  deduction  for  the  removal  of  barriers 
to  handicapped  and  elderly  persons  is  to  include  the  removal  of  bar- 
riers provided  for  blind  and  deaf  people  within  the  definition  of 
handicapped  persons. 


11.  REVENUE  ESTIMATES 

As  indicated  in  Table  1,  the  revenue  raising-  ])i'ovisi()ns  of  tlie  com- 
mittee floor  amendments  to  H.K.  10()l-i  are  estimated  to  <2:enerate  less 
than  $5  million  in  fiscal  years  1977  and  1078,  $5  million  in  1971),  88 
million  in  1980,  and  $18  million  in  1981.  The  primai^  source  of  this 
increase  in  receipts  is  the  "exchange  funds''  provision. 

The  liberalized  standard  deduction  provision,  the  chief  revenue 
reducino-  floor  amendment,  is  estinuited  to  iTSult  in  a  decrease  in  re- 
ceipts of  $597  million  in  fiscal  year  1977,  $2.9  billion  in  1978,  $8.2  billion 
in  1979.  $8.1-  billion  in  1980,  and  $8.G  billion  in  1981.  Revision  of  the 
estate  and  <iift  taxes  is  estimated  to  result  in  a  decrease  in  receipts  of 
$1  billion  in  fiscal  year  1978,  $1.4  billion  in  1979,  $1.7  billion  in  1980, 
and  $2  billion  in  1981.  Other  revenue  reducino;  floor  amendments  ai'o 
estimated  to  result  in  a  decrease  in  receipts  of  $54  million  in  fiscal 
year  1977,  $525  million  in  1978.  $1.5  billion  in  1979,  $1.8  billion  in 
1980,  and  $2.1  billion  in  1981.  The  total  estimated  effect  of  all  the 
revenue  reducinor  ]:)ro visions  combined  is  a  reduction  in  receipts  of 
$651  million  in  fiscal  year  1977,  $4.5  billion  in  1978,  $6.1  billion  in  1979, 
$6.9  billion  in  1980.  and  $7.6  billion  in  1981. 

Table  2  shows  the  impact  on  tax  receipts  of  each  of  the  committee 
floor  amendments  in  the  transition  quarter  and  in  each  of  the  fiscal 
years  1977  throuo^h  1981.  As  indicated  in  this  table,  the  contributors 
to  revenue  raisin o^  are  the  "exchan.o:e  funds"  provision  and  (for 
one  fiscal  3'ear,  1981)  the  equipment  leasing  ''at  risk"  provision.  The 
l)rincipal  categories  of  revenue  reducing  provisions  are  the  liberalized 
minimum  standard  deduction,  $597  million  for  fiscal  year  1977,  $2.9 
billion  for  1978,  and  $3.6  billion  for  1981;  the  revised  estate  and  gift 
taxes,  $1  billion  for  fiscal  year  1978  rising  to  $2  billion  by  1981;  the 
liberalized  inclusion  ratio  for  capital  gains,  $719  million  for  fiscal  year 
1979,  $791  million  for  1980,  and  $870  million  for  1981;  and*' the 
phased-in  credit  for  expenses  of  postsecondarv  education,  $467  million 
for  fiscal  year  1978,  $711  million  for  1979,  and  $1.1  billion  for  1981. 
Table  2  also  breaks  down  the  net  effect  of  the  floor  amendments  l)e- 
tween  individuals  and  corporations.  Almost  all  of  the  net  tax  de- 
crease is  accounted  for  by  revenue  reducing  floor  amendments  affecting 
individuals. 

Table  8  shows  at  1975  levels,  by  adjusted  gross  income  class,  the 
full-year  estimated  decrease  in  individual  income  tax  liability  result- 
ing from  liberalization  of  the  minimum  standard  deduction.  This 
table  shows  that  62.1  percent  of  the  $2.7  billion  reduction  goes  to  re- 
turns with  less  than  $10,000  of  adjusted  gross  income  and  35.6  percent 
goes  to  returns  with  between  $10,000  and  $15,000  of  adjusted  gross 
income.  This  table  also  indicates  that  89.2  million  returns  show  a  de- 
crease in  tax  lial)ility,  of  which  2.2  million  become  nontaxable.  Also, 
as  indicated  in  this  table,  8.8  million  returns  are  estimated  to  shift  to 
the  standard  deduction. 
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Table  4  sliows,  for  selected  tax  returns,  representing^  different  mari- 
tal status,  different  numbers  of  exemptions,  and  different  levels  of 
adjusted  gTOSs  income,  the  tax  burden  under  the  standard  deduction 
provision  in  the  bill  reported  by  the  Senate  Finance  Cornmittee  and 
the  tax  burden  under  the  standard  deduction  provision  in  the  com- 
mittee floor  amendment. 

TABLE  1.— SENATE  FINANCE  COMMIHEE  FLOOR  AMENDMENTS  TO  H.R.  10612  ^: 

SUMMARY  OF  THE  EFFECT  ON  FISCAL  YEAR  TAX  RECEIPTS 

[In  millions  of  dollars] 


TQ 


1977 


Fiscal  year— 


1978 


1979 


1980 


1981 


Revenue  raising  provisions 0)  (.-)  0)  5  8  13 

Revenue  reducing  provisions: 

Liberalized    minimum    standard 

deduction  -597  -2,908  -3,245  -3,407  -3,577 

Revised  estate  and  gift  tax -1,042  -1,367  -1,638  -2,006 

Other  revenue  reducing  provisions.  —9  —54  —525  —1,499  —1,792  —2,065 

Total,   revenue   reducing   pro- 
visions   -9  -651  -4,475  -6,111  -6,887  -7,648 

Net  total,  all  provisions ^9  ^^651         -4,475         -6,106         -6,879  -7,635 

^  Additional  amendments  agreed  to  by  the  committee  after  the  bill  was  ordered  reported.  These  amendments 
are  to  be  offered  on  the  floor. 
»  Less  than  $5,000,000. 

TABLE  2.-^SENATE  FINANCE  COMMITTEE  FLOOR  AMENDMENTS  TO  H.R.  106121;  ESTIMATED  EFFECT  ON  FISCAL 

YEAR  RECEIPTS 

[In  millions  of  dollars] 


TQ 


Fiscal  year- 


1977 


1978 


1979 


1980 


1981 


Title  XXII— Estate  and  gift  taxes:  Phased-in 
credit  in  lieu  of  the  exemption;  liberalized 
marital  deduction;  current  use  valuation  and 
liberalized  deferral  in  the  case  of  farms,  etc.; 
elimination  of  the  tax  advantages  of  genera- 
tion skipping;  etc 


B.  Title  XXIII— Other  amendments: 


1.  Outdoor  advertising  displays... 

2.  Tax  treatment  of  large  cigars 

3.  Treatment  of  gain  from  sales  or  ex- 

changes between  related  parties 

4.  Application  of  sec.  117  to  certain  edu- 

cation programs  for  members  of  the 
uniformed  services' 

5.  Tax  counseling  for  the  elderly... 

6.  Credit  for  certain  expenses  incurred  in 

providing  education 

7.  Commission  on  value  added  taxation 

8.  Interest  on  certain  governmental  obli- 

gations for  hospital  construction 

9.  Group  legal  services  plans 

10.  Exchange  funds 

11.  Distributions  by  subch.  S  corporations... 

Total,  title  XXI 11 


C.  Title  XXIV— International  Trade  Commission. 


(2) 


-2 


-4 


-1,  042 


■1,367 


-1,  688        -2,  006 


-7 
(2) 


-7 
(?) 


-7 

(2) 


(2) 

•467 


(2) 

-711 


-1 
-5 

(2) 

(?) 


-3 


-7 

-15 

5 

(2) 


-16 


-485  -736 


(?) 
-926 


-9 
-21 


(2) 


-955 


(2) 
1.103 


-14 

-33 

12 

(2) 


•1,145 
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TABLE  2. -SENATE  FINANCE  COMMITTEE   FLOOR  AMENDMENTS  TO  H.R.  10612':  ESTIMATED  EFFECT  ON  FISCAL 

YEAR  RECEIPTS-Continued 

(In  millions  of  dollars) 


TQ 


Fiscal  year— 


1977 


1978 


1979 


1980 


1981 


D.  Title  XXV— Miscellaneous  amendments: 

1.  Sick  pay  and  military,  etc.  pension  ex- 

clusion—injuries resulting  from  acts 

of  terrorism .     _       ..  (') 

2.  Changes  m  treatment  of  foreign  income; 

(a)  Ordering     of      foreign      tax     credit 

carryover 

(b)  Exclusion    of     income     earned 

abroad .       (s) 

(c)  Recapture  of  foreign  losses 

(d)  Tax  treatment  of  corporations 

conducting  trade  or  business 
in  Puerto  Rico  or  possessions 
of  the  United  States -2 

3.  Treatment   of   certain   individuals   em- 

ployed m  fishing  as  self-employed  <_..  (-') 

4.  Energy  related  provisions: 

(a)  Special  credit  for  wind-related 

residential  energy  equipment.  (-) 

(b)  Special   investment  credit  for 

windmills  used  in  the  pro- 
duction  of   electricity (-) 

5.  Sliding-scale  inclusion  ratio  for  capital 

gains  5 

6.  Pensions,  ESOP's  and  related  items: 

(a)  Taxablestatusof  Pension  Bene- 

fit Guaranty  Corporation 

(b)  Level    premium    annuity    con- 

tracts held  by  H.R.  10  plans. _.  (0 

(c)  Employee      stock      ownership 

plans 0) 

(d)  Election   not  to   participate  in 

an  employee  stock  owner- 
ship plan 

7.  Tax-exempt  organizations  and  charitable 

contributions: 

(a)  Unrelated  business  income  from 

services  provided  by  a  tax- 
exempt  hospital  to  other  tax- 
exempt  hospitals 0) 

(b)  Hospital  laundry  facilities 

(c)  Donation  of  government  pub- 

lications   (*) 

(d)  Certain  charitable  contributions 

of  inventory —3 

(e)  Lobbying   activities   of   public 

charities (*) 

(f)  Tax  liens,  etc.,  not  to  constitute 

"acquisition  indebtedness".-.  (-') 

(g)  Extension  of  private  foundation 

transition    rule   for   sale   of 

business  holdings (-) 

(h)  Private  operating  foundations; 

imputed  interest.-- —  0) 

8.  Low  income  allowance 

9.  Equipment  leasinp— transitional  rule  for 

"at  risk"  limitations (») 

10.  Architectural,  etc.,  barriers  to  handi- 
capped persons— to  include  the  deaf 
and  blind 


(0 


-2 


-6 
-13 

(=) 

(■) 


n 


C) 


-13 
-719 


Total,  title  XXV 

Total,  titles  XXI l-XXV. 


Revenue  raising  provisions.. 
Revenue  reducing  provisions. 


Individuals.- 
Corporations. 


-1 
(') 


-13 
(') 


0) 

-791 


-1 


i') 


-2 


0) 


-2 


(') 


(') 


-635 


-2.948    -4.003 


-4,  236 


-13 
0) 

-870 


0) 
0) 

0) 

(') 

(•) 

(0 
0) 

0) 

(') 

(') 

(2) 

0) 

-16 

-22 

-22 

-24 

-24 

Q) 

(*) 

(') 

0) 

0) 

(') 

(-) 

(-) 

0) 

0) 

0) 

0) 

597 

0) 

-2,908 

-3,245 

0) 
-3,407 

(') 

-3,577 

-4,  484 


-9 

-651 

-4,  475 

-6,106 

-6,  879 

-7,  635 

0) 

-9 

0) 

-651 

0) 
-4,475 

5 
-6,111 

8 
-6,887 

13 
-7,  648 

-4 
-5 

-619 
-32 

-4,  440 
-35 

-6,  068 
-38 

-6,838 
-41 

-7,  589 
-45 

<  Additional  amendments  agreed  to  by  the  committee  after  the  bill  was  ordered  reported.  These  amendments  are  to 
be  offered  on  the  floor. 

J  Less  than  $5,000,000. 

»  There  is  also  an  estimated  $2,000,000  decrease  in  budget  receipts  for  fiscal  year  1976  under  this  provision. 

«  It  is  estimated  that  this  provision  will  decrease  budget  receipts  by  $65,000,000  in  the  aggregate  over  the  next  5  fiscal 
years. 

*  This  is  the  net  effect  of  this  provision  after  deducting  from  the  gross  decrease  in  budget  receipts  the  increase  in  the 
Fmance  Committee  minimum  tax. 
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TABLE  3.-ESTIMATED  FULL-YEAR  DECREASE  IN  INDIVIDUAL  INCOME  TAX  LIABILITY  UNDER  THE  LIBERALIZED 
MINIMUM  STANDARD  DEDUCTION  PROVISION  OF  THE  COMMITTEE  FLOOR  AMENDMENT— BY  ADJUSTED  GROSS 
INCOME  CLASS:  1975  INCOME  LEVELS  i 


Adjusted  gross  income  class 


Number  of  returns  affected 

(thousands) 

Decrease  in 

tax  liability 

Total 

Number 

number 

shifting 

with 

Number 

to  the 

Percentage 

tax 

made 

standard 

Amount 

distribution 

decrease 

nontaxable 

deduction 

(millions) 

(percent 

8,342 

1,666 

293 

$370 

13.7 

17,821 

552 

1,380 

1,309 

48.4 

10,917 

10 

2,018 

964 

35.6 

2,136  .. 

131 

64 

2.4 

0  to  $5,000 

$5,000  to  $10,000— 
$10,000  to  $15,000.. 
$15,000  to  $20,000.. 
$20,000  to  $30,000.. 
$30,000  to  $50,000.. 
$50,000  to  $100,000. 
$100,000  and  over.. 


Total. 


39,215 


2.228 


3,822 


2,708 


100.0 


'  This  table  represents  the  decrease   in  tax   liability  under  the  $2, 000-$2, 700/16   percent/$2,40G-$2,800 
•tandard  deduction  as  compared  to  the  $1,700-$2,100/16  percent/$2,400-$2,800  standard  deduction. 


Note:  Details  may  not  add  to  totals  because  of  rounding. 
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III.    EXPLANATION    OF   ADDITIONAL    COMMITTEE 
AMENDMENT  TO  H.R.  10612,  AS  REPORTED 

A.  TITLE  XXII— ESTATE  AND  GIFT  TAXES 

1.  Allowance  of  Credit  Against  Estate  Tax  (sec.  2201(a)  of  the  bill 
and  sec.  2010  of  the  Code) 

Present  laio 
Under  present  law,  the  estate  of  each  decedent  who  was  a  resident  or 
a  citizen  is  entitled  to  an  exemption  of  $60,000  for  estate  tax  purposes. 
In  the  case  of  an  estate  of  a  nonresident  alien,  the  exemption  is  $30,000. 

Reasons  for  change 

The  present  amount  of  the  estate  tax  exemption  was  set  in  1942. 
Since  that  date,  the  purchasing  power  of  the  dollar  has  decreased 
to  less  than  one-third  of  its  value  in  1942.  To  some  extent  this  eifect 
has  been  mitigated  by  the  addition  of  a  provision  for  a  marital  deduc- 
tion in  1948.  Despite  this  the  inflation  which  has  occurred  means  that 
the  estate  tax  now  has  a  much  broader  impact  than  was  originally 
contemplated. 

In  addition,  since  the  present  estate  tax  exemption  is  a  deduction 
in  determining  the  taxable  estate,  it  results  in  a  greater  reduction  at 
the  estate's  highest  estate  tax  brackets.  However,  a  credit  in  lieu  of  an 
exemption  will  have  the  effect  of  reducing  the  estate  tax  at  the  estate's 
lower  estate  tax  brackets  since  a  tax  credit  is  applied  as  a  dollar-for- 
dollar  reduction  of  the  amount  otherwise  due.  Thus,  at  a  given  level 
of  revenue  cost,  a  tax  credit  tends  to  confer  more  tax  savings  on  small- 
and  medimn-sized  estates,  whereas  a  deduction  tends  to  confer  more 
tax  savings  on  larger  estates.  Tlie  committee  believes  it  would  be  more 
equitable  if  the  exemption  were  replaced  with  a  credit  rather  than  a 
deduction. 

Explanation  of  froinsion 
The  committee  amendment  provides  for  a  credit  in  lieu  of  the  present 
exemption  for  estate  tax  purposes.  The  amount  of  the  credit  will  be 
$30,000  for  decedents  dying  in  1977  and  increases  $5,000  each  year 
until  1981  when  the  credit  will  be  $50,000.  When  fully  effective,  the 
$50,000  credit  is  approximately  equivalent  to  a  tax  exemption  on  the 
hrst  $197,000  of  the  decedent's  taxable  estate.  Thus,  in  1981  an  estate 
of  $197,000  or  less  will  be  exempt  from  estate  tax.  The  committee 
amendment  also  makes  comparable  changes  in  the  treatment  of  estates 
of  nonresident  aliens. 

Effective  date 

This  amendment  is  effective  for  estates  of  decedents  dving  after 
December  31, 1976. 

(13) 
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2.  Increase  in  Estate  Tax  Marital  Deduction  (sec.  2201(b)  of  the 
bill  and  sec.  2056(c)  of  the  Code) 

Present  lair 
Under  present  law.  an  estate  of  a  decedent  is  ^rranted  a  deduction 
for  estate  tax  piiri)()ses  for  proi^erty  i)assin^  from  tlie  decedent  to 
tlu'  survivinir  spouse.  The  maxiniuni  allowable  deduction  is  50 
percent  of  the  adjusted  <rross  estate  of  the  decedent.  The  marital  de- 
duction irenerally  ecjuates  the  treatment  of  connnon  law  property 
with  the  treatment  jziven  to  conununity  property.  The  decedent's 
share  of  connnunity  property  passina*  to  a  spouse  is  not  eligible  for 
the  marital  deduction  because  only  the  decedent's  share  is  included  in 
the  irross  estate  as  his  or  her  property  in  the  first  instance. 

Reasons  for  change 
The  committee  believes  that  a  decedent  with  a  small-  or  medium- 
sized  estate  should  be  able  to  leave  sufficient  property  directly  to  the 
survi\in<r  spouse  for  support  durin<r  the  lifetime  of  the  spouse  with- 
out rlie  imi)()sition  of  an  estate  tax.  In  addition,  in  practice  it  often  is 
diflicult  to  determine  under  present  law  whose  eli'orts  are  responsible 
for  the  property. 

Explanatton  of  provision 
The  committee  amendment  would  increase  the  maximum  estate  tax 
marital  deduction  for  property  passing-  from  the  decedent  to  the  sur- 
vivin<i;  spouse  to  the  irreater  of  $250,000  or  one-half  of  the  decedent's 
adjusted  gross  estate.  In  addition,  the  amendment  contains  rules  which 
adpist  the  $250,000  amount  where  the  decedent  owns  community  prop- 
erty at  death  so  that  the  parity  provided  under  present  law  between 
coiiunon  law  property  states  and  community  property  law  states  is 
continued. 

Effective  date 
The  committee  amendment  is  to  be  effective  for  estates  of  decedents 
dyin*^  after  December  31, 1976. 

3.  Valuation  for  Purposes  of  the  Federal  Estate  Tax  of  Certain 
Real  Property  Devoted  to  Farming,  Woodlands,  Scenic  Open 
Spaces,  and  Historic  Sites  (sec.  2201(c)  of  the  bill  and  sees. 
2032A,  6324B  of  the  Code) 

Present  Jaw 

Tender  present  law,  the  value  of  property  included  in  the  gross  estate 
of  the  decedent  is  the  fair  market  value  of  the  property  interest  at  the 
date  of  the  decedent's  death  (or  at  the  alternate  valuation  date  if 
electee!  by  the  executor  or  administrator).  The  fair  market  value  is 
the  price  at  w^hich  the  property  would  change  hands  between  a  willing 
buyer  and  a  Avilling  seller,  neither  being  under  any  compulsion  to  buy 
or  to  sell  and  both  having  reasonable  knowledge  of  relevant  facts.  One 
of  the  most  important  factors  used  in  determining  the  fair  market 
value  of  land  is  the  ''highest  and  best  use"  to  which  the  property  can 
be  ])ut. 

In  some  cases,  the  use  of  land  for  farming,  woodlands,  scenic  or 
historical    purposes   may   be   its   "highest   and  best  use."  However, 
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ill  other  cases,  land  which  is  used  for  such  purposes  might  be  worth 
significantly  more  if  it  were  sold  and  converted  to  other  uses,  such  as 
residential  or  commercial  purposes.  Thus,  where  land  is  used  for  farm- 
ing, woodlands,  or  scenic  or  historical  purposes,  the  value  of  the  land 
ba'sed  on  actual  use  may  be  substantially  less  than  the  value  of  the 
land  if  it  were  to  be  converted  to  its  highest  and  best  use. 

Reasons  for  change 

The  committee  believes  that,  when  land  is  actually  used  for  farm- 
ing, woodlands,  scenic  or  historic  purposes  (both  before  and  after  the 
decedent's  death),  it  is  inappropriate  to  value  the  land  on  the  basis  of 
its  potential  "highest  and  best  use."  Valuation  on  the  basis  of  highest 
and  best  use  rather  than  actual  use  may  result  in  the  imposition  of 
substantially  higher  estate  taxes.  In  some  cases,  the  greater  estate  tax 
burden  makes  continuation  of  farming,  etc.,  activities  not  feasible  be- 
cause the  income  potential  from  these  activities  is  insufficient  to  serv- 
ice extended  tax  payments  or  loans  obtained  to  pay  the  tax.  Thus,  the 
heirs  may  be  forced  to  sell  the  land  for  development  purposes. 

On  the  other  hand,  the  committee  recognizes  that  it  would  be  a  wind- 
fall to  the  beneficiaries  of  an  estate  to  allow  such  property  to  be 
vahied  for  estate  tax  purposes  at  a  value  other  than  its  higliest  and 
best  use  value  unless  the  beneficiaries  continue  to  use  the  property  for 
a  reasonable  period  as  the  decedent  did  before  death.  As  a  result,  the 
committee  amendment  provides  a  recapture  provision  where  th.^  land 
is  prematurely  sold  or  is  converted  for  nonqualifying  purposes. 

Explanation  of  provision 

The  committee  amendment  provides  that,  if  certain  conditions  are 
met.  the  executor  may  elect  to  value  qualified  real  property  included 
in  the  decedent's  gross  estate  on  the  basis  of  the  property's  value  in 
its  current  use,  rather  than  on  the  basis  of  its  fair  market  value  in  its 
highest  and  best  use.  However,  this  special  valuation  may  not  reduce 
the  value  of  the  decedent's  gross  estate  by  more  than  $1  million. 

Real  property  qualifies  for  this  use  valuation  only  if  it  is  real 
property  used  for  (1)  farming,  (2)  woodland,  (3)  open  pastoral 
space,  or  (4)  the  maintenance  of  historic  values.  For  property  to  be 
included  in  the  last  category,  it  must  be  listed  in  the  National  Reg- 
ister of  Historic  Places  either  separately  or  as  part  of  a  listed  district. 

To  qualify  for  this  special  valuation,  the  following  conditions  must 
be  met:  (1)  the  assets  in  the  decedent's  estate  devoted  to  qualifying 
uses,  including  both  real  property  and  personal  property,  must  be  at 
least  50  percent  of  the  decedent's  gross  estate  (reduced  by  debts)  ;  (2) 
at  least  25  percent  of  the  adjusted  value  of  the  gross  estate  must  be 
qualified  real  property;  (3)  such  property  must  pass  to  a  qualified 
heir:  and  (4)  the  real  property  must  have  been  owned  by  the  decedent 
and  devoted  to  a  qualifying  use  for  5  years  or  more  during  the  S-year 
period  ending  witli  the  date  of  the  decedent's  death.  The  term  "quali- 
fied heir"  means  a  member  of  the  decedent's  family,  including  his 
spouse,  lineal  descendants,  parents,  grandparents,  and  aunts  and  uncles 
of  the  decedent  and  their  descendants. 

In  valuing  qualified  real  property  by  looking  solely  to  its  qualified 
nse.  all  relevant  facts  and  circumstances  are  to  be  taken  into  account. 
However,  valuation  criteria  which  take  into  account  a  change  in  use 
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of  the  real  property  to  a  iioiKiualifyiii^  use  luv  to  bo  disro<]:ar(lo(l. 
Thus,  for  example,  in  valuiiii^  qiialitiod  real  j^roperty  used  as  a  farm, 
the  committee  intends  that  the  followinof  factors  be  taken  into  account : 

(1)  The  capitalization  of  income  that  the  land  can  be  expected 
to  yield  for  farminc:  i)urjx)ses  over  a  reasonable  period  of  time 
under  prudent  manairement  usinor  traditional  croppinir  p;\tterns 
for  the  area,  takino-  into  account  soil  capacity,  terrain  conli<^ura- 
tion,  and  similar  factors; 

(2)  The  capitalization  of  the  fair  rental  value  of  the  land  for 
farming:  purposes; 

(3)  Assessed  land  values  in  a  State  which  provides  a  differ- 
ential or  use  value  assessment  law  for  farmland  ; 

(4)  Comparable  sales  of  other  farm  land  in  the  same  geograph- 
ical area  far  enouirh  removed  from  a  inetroi)olitan  or  resort  area 
so  that  nonagricultural  use  is  not  a  significant  factor  in  the  sales 
prices;  and 

(5)  Any  other  factor  which  fairly  reflects  the  farm  use  value 
of  the  property. 

The  committee  amendment  provides  that  if,  within  10  years  after 
the  death  of  the  decedent,  the  property  is  disposed  of  to  nonfamily 
members  or  ceases  to  be  used  for  qualified  uses,^  the  tax  benelits  ob- 
tained by  virtue  of  the  reduced  valuation  are  to  be  recaptured.  The 
conunittee  amendment  also  requires  that  any  executor  electing  the 
special  valuation  provision  file  an  agreement  signed  by  each  person 
who  has  an  interest  in  the  specially  valued  propert}',  consenting  to  the 
applieation  of  the  recapture  provision. 

Full  recapture  is  provided  for  during  the  first  24  months  with  a 
phaseout  beginning  in  the  2r)th  month.  The  amount  to  be  recaptured 
after  the  24th  month  is  80  percent  of  the  total  tax  benefit  allowed  be- 
cause of  this  special  valuation.  Thereafter,  the  recapture  amount  so 
computed  is  reduced  on  a  monthly  pro  rata  basis  over  96  months  (8 
years).  However,  the  potential  liability  for  recapture  would  cease  if 
the  qualified  heir  dies  without  having  disposed  of  the  property  or  con- 
verted it  to  a  nonqualified  use. 

The  committee  amendment  provides  for  a  special  lien  on  all  quali- 
fied real  property  with  respect  to  which  the  special  valuation  is  elected. 
The  lien  continues  until  the  potential  for  recapture  is  eliminated  either 
because  the  tax  benefit  is  recaptured,  the  qualified  heir  dies,  or  a  period 
of  10  years  from  the  decedent's  death  lapses.  This  new  section  also 
allows  the  Treasury  Department  to  promulgate  regulations  under 
which  other  security  can  be  substituted  for  the  lien  on  real  property. 
Effective  date 

These  provisions  applv  to  the  estates  of  decedents  dvinir  after  De- 
cember 31, 197C. 


1  Proporty  roasp*.  to  he  nspd  for  nunlifiprl  hsps  not  onlv  if  an  aotnal  chanire  to  a  non- 
qualified use  occurs,  but  also  if  the  property  is  rexonod  at  thp  request  of  the  owner  to 
permit  a  nonqualifying  use.  Jn  the  caso  of  property  whicli  is  qualified  solely  because  of 
Its  historic  values,  cessation  of  tlie  qualifying  use  occurs  if  the  property  is  removed  from 
the  National  Kegister  of  Historic  IMaccs  or  if  the  owner  discontinues  inainteuauce  of  the 
historic  values. 
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4.  Extensions  of  Time  for  Payment  of  Estate  Tax  (sec.  2201(d) 
of  the  bill  and  sees.  6161,  6163,  6166,  6503,  6601,  and  3324A  of  the 
Code) 

Present  laio 

General!}",  an  estate  tax  return  is  due  nine  months  after  the  deced- 
ent's death.  Except  in  certain  specified  situations,  payment  of  the 
estate  tax  is  required  to  be  made  with  the  return. 

However,  present  law  contains  two  provisions  which  permit  the 
estate  tax  to  be  paid  over  a  period  of  up  to  ten  years  after  the  due 
date  of  the  return.  First,  the  Secretary  of  the  Treasury  may  extend 
the  time  for  payment  of  tax  up  to  ten  years  if  he  finds  that  a  current 
payment  of  the  tax  will  result  in  undue  hardship  to  the  estate.  Second, 
an  executor  may  elect  to  pay  the  estate  tax  in  installments  over  two 
to  ten  years  where  the  estate  consists  largel}"  of  interests  in  a  closely 
held  business  (or  businesses). 

In  order  to  qualify  under  the  first  provision,  the  executor  must 
show  that  the  payment  of  the  estate  tax  on  the  due  date  would  cause 
undue  hardship.  The  term  "undue  hardship''  requires  more  than  a 
showing  of  reasonable  cause  or  inconvenience  to  the  estate.  In  general, 
undue  hardship  can  be  established  in  a  case  where  the  assets  in  the 
gross  estate  which  must  be  liquidated  to  pay  the  estate  tax  can  only 
be  sold  at  a  sacrifice  price.  Further,  undue  hardship  can  be  estab- 
lished where  a  farm  or  other  closely  held  business  could  be  sold  to 
unrelated  persons  at  a  price  equal  to  its  fair  market  value,  but  the 
executor  seeks  an  extension  of  time  to  raise  other  funds  for  the  pay- 
ment of  the  estate  tax. 

Under  the  second  provision,  an  executor  may  elect  to  pay  the  estate 
tax  attributable  to  an  interest  in  a  farm  or  other  closely  held  busi- 
ness in  installments  over  a  period  not  to  exceed  10  years.  In  order 
to  qualify  under  this  provision,  the  value  of  the  interest  in  the 
closely  held  business  must  exceed  35  percent  of  the  A'alue  of  the  gross 
estate  or  50  percent  of  the  taxable  estate  of  the  decedent.  For  this 
purpose,  the  term  "interest  in  a  closely  held  business'*  means  an  interest 
as  sole  proprietor  in  a  trade  or  business;  an  interest  as  a  partner  in 
a  partnership  having  not  more  than  10  partners,  or  in  which  the  de- 
cedent owned  20  percent  or  more  of  the  capital ;  or  ownership  of  stock 
in  a  corporation  having  not  more  than  10  shareholders,  or  in  which  the 
decedent  owned  20  percent  or  more  of  the  votins:  stock. 

Under  either  of  these  provisions,  the  Internal  Revenue  Service  may, 
if  it  deems  it  necessary,  require  the  executor  to  furnish  a  bond  for  the 
payment  of  the  tax  in  an  amount  not  more  than  double  the  amount 
of  the  tax  for  which  extension  is  granted.  In  addition,  the  executor  is 
personally  liable  for  the  payment  of  the  tax  unless  he  is  discharged 
upon  payment  of  the  tax  due  and  upon  furnishing  any  bond  which 
ma}'  be  required  for  the  tax  which  is  not  presently  due  because  of  an 
extension  of  time  for  payment. 
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Rcasans  for  change 

The  prosiMit  provisions  liavt'  provod  inadoqiinti'  to  deal  witli  tlie 
li«iui(litv  pi*ol)lenis  oxpcM-ionced  l)y  estates  in  which  a  substantial  por- 
tion of 'the  assets  consists  of  a  closely  held  business  or  other  illiquid 
assets.  In  many  cases,  the  executor  is  forced  to  sell  the  decedent's 
interest  in  the  farm  or  other  closely  held  business  in  order  to  pay  the 
estate  tax.  This  may  o<'cur  even  wliere  tlie  estate  (lualities  for  the  10- 
vear  extension  provided  for  closely  held  businesses.  In  this  case,  it  may 
take  several  years  before  the  business  can  re<.^ain  suilicient  financial 
stren«rth  to  jrcnerate  enouirh  cash  to  pay  estate  taxes  after  the  loss  of 
one  of  its  i)rincii)al  ownei-s.  Moreover,  some  businesses  are  not  so  profit- 
able that  they  can  yield  enou<r]i  to  pay  both  the  estate  tax  and  interest 
whei-e  the  interest  rate  is  hi^li. 

AVhcre  a  substantial  portion  of  the  estate  ccmsists  of  illiquid  assets 
other  than  a  farm  or  other  closely  held  business,  it  lias  been  extremely 
<litli(ult  to  obtain  an  extension  on  the  <rrounds  of  ''undue  hardship*' 
because  the  Intcinal  Kevenue  Service  o:enerally  takes  a  resti-ictive  ap- 
y)roach  toward  nriantimr  such  extensions.  In  addition,  many  executoi's 
l-ave  found  it  both  difficult  and  expensive  to  obtain  a  bond  to  satisfy 
the  extended  payment  requirements.  Therefore,  many  executors  refuse 
to  eliH't  the  extended  payment  provisions  because  they  must  remain 
personally  liable  for  tax  for  the  entire  length  of  the  extension. 

The  committee  believes  that  additional  relief  should  be  provided 
to  estates  with  licpiidity  problems  arisinir  because  a  substantial  portion 
of  tlie  estate  consists  of  an  interest  in  a  closely  held  business  or  other 
i11i(|uid  assets.  Moreover,  the  committee  believes  that  the  provisions 
should  be  modified  so  that  more  estates  have  the  opportunity  to  take 
a(hanta<rp  of  the  extended  payment  provisions. 

Explanation  of  provision 

The  committee  amendment  would  permit  the  executor  to  elect  to 
extend  the  payment  of  the  estate  tax  attributable  to  the  decedent's  in- 
terest in  a  farm  or  other  closely  held  business  over  a  15-year  period. 
Under  the  committee  amendment,  the  executor  could  defer  this  entire 
estate  tax  for  a  period  of  3  years  (i.e.,  until  3  years,  9  months  after 
the  decedent's  death)  and  thereafter  pay  the  tax  in  equal  installments 
over  the  next  V2  years.  Interest  would  be  due  annually,  including 
the  3-year  period  during  which  no  tax  need  be  paid. 

The  committee  amendment  provides  a  special  6-percent  interest 
rate  on  the  tax  attributable  to  the  first  $1  million  of  farm  or  other 
closely  held  business  property.  Interest  on  the  tax  attributable  to  farm 
or  other  closely  held  l)usiness  pioperty  in  excess  of  $1  million  is  to  boar 
inte?-est  at  the  regular  rate  for  interest  on  deferred  payments  (cur- 
lently  7  i>ercent). 

The  committee  amendment  also  substitutes  a  "reasonable  cause" 
standard  for  the  discretionary  extension  of  estate  tax  payments  in 
place  of  the  existing  "undue  hardsliip"  standard.^  The  concept  of  "rea- 
sonable cause"  is  one  already  found  in  existing  law  and  the  committee 
intends  to  adopt  those  standards  for  this  purpose.  Interest  on  amounts 

^  This  "roasonable  cause"  standard  Is  to  replace  the  "undue  hardship"  standard  for  dls- 
rr<«ti(»nnr.v  extensions  of  tlmp  for  paymont  of  estate  tax  attributable  to  a  reversionary  or 
r«'rM;iln'lpr  Intpfpst  (sor.  »;i«;3(b))  as  w»'ll  as  for  discretionary  extensions  of  time  for  pay- 
ment of  fstate  tax  In  otlier  circumstances  (sec.  (IlGl). 
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deferred  under  tliis  provision  will  continue  to  bear  interest  at  the  regu- 
lar rate  (currently  T  percent) . 

The  connnittee  amendment  also  provides  a  special  lien  on  property 
for  payment  of  the  deferred  taxes  attributable  to  a  closely  held  busi- 
ness. Where  this  lien  procedure  is  followed  and  a  party  is  designated 
to  make  estate  tax  payments  and  receive  and  transmit  notices  to  or 
from  the  Internal  Revenue  Service,  the  executor  is  to  Ije  discharged 
from  personal  liability  and  will  not  be  required  to  post  a  bond  equal  to 
twice  the  amount  of  the  tax  deferred. 

Effective  date 
These  provisions  are  to  applv  to  estates  of  decedents  dying  after 
December  31,  1970. 

5.  Generation-Skipping  Transfers  (sec.  2202  of  the  bill  and  sees. 
2601,  2602,  2603,  2611,  2612,  2613,  2614,  2621,  and  2622  of  the 
Code) 

Present  law 

Under  present  law.  a  Federal  gift  or  estate  tax  is  generally  imposed 
upon  the  transfer  of  property  by  gift  or  by  reason  of  death.  However, 
the  termination  of  an  interest  of  a  beneficiary  (who  is  not  the  grantor) 
in  a  trust,  life  estate,  or  similar  arrangement  is  not  a  taxable  event 
unless  the  beneficiary  under  the  trust  has  a  general  power  of  appoint- 
ment with  respect  to  the  trust  property. 

This  result  (nontaxability)  occurs  even  when  the  beneficiary  under 
the  trust  has:  (1)  the  right  to  receive  the  income  from  the  trust:  (2) 
the  power  to  invade  the  principal  of  the  trust,  if  this  power  is  subject 
to  an  ascertainable  standard  relating  to  health,  education,  support, 
or  maintenance:  (3)  a  power  (in  each  beneficiary)  to  draw  down  an- 
nually from  his  share  of  the  principal  the  greater  of  5  percent  of 
its  value  or  $5,000;  (-i)  a  power,  exercisable  during  life  or  by  will,  to 
appoint  any  or  all  of  his  share  of  the  principal  to  anyone  other  than 
himself,  his  creditors,  his  estate  or  the  creditors  of  his  estate;  or  (5) 
the  right  to  manage  the  trust  property  by  serving  as  trustee. 

Currently,  all  States  (except  Wisconsin  and  Idaho)  have  a  rule 
against  perpetuities  which  limits  the  duration  of  a  trust.  While  the 
rules  of  the  different  States  are  not  completely  uniform,  in  general, 
such  laAvs  require  that  the  ownership  of  property  held  in  trust  must 
vest  in  the  beneficiaries  not  later  than  the  period  of  the  lifetime  of  any 
"life  in  being''  on  the  date  of  the  transfer,  plus  21  years  (and  9 
months)  thereafter. 

Reasons  for  change 
The  purpose  of  the  Federal  estate  and  gift  taxes  is  not  only  to 
raise  revenue,  but  also  to  do  so  in  a  manner  which  has  as  nearly  as  pos- 
sible a  uniform  effect,  generation  by  generation  (taking  into  account 
as  the  progressive  rate  structure  does,  the  differences  in  tlie  utility  of 
assets  according  to  the  value  held).  These  policies  of  revenue  raising 
and  equal  treatment  are  best  served  where  the  transfer  taxes  (estate 
and  gift)  are  imposed,  on  the  average,  at  reasonably  uniform  intervals. 
Likewise,  such  policies  are  frustrated  where  the  imposition  of  such 
taxes  is  deferred  for  very  long  intervals,  as  is  possible,  under  present 
law,  through  the  use  of  generation-skipping  trusts. 


Present  law  imposes  transfer  taxes  every  generation  in  the  case  of 
families  where  property  pusses  directly  from  pai^ent  to  child,  and  then 
from  child  to  .rrandi-iiild.  However,  wliere  a  ori'nerarion-skippmo:  trust 
is  used,  no  tax  is  imi)osed  upon  the  death  of  the  elnld,  even  where  the 
child  has  an  income  interest  in  the  trust,  and  substantial  powers  with 
respect  to  the  use,  manajzement,  and  dispositicm  of  the  trust  assets. 
While  the  tax  advantaj^'es  of  cjeneration-skippin^  trusts  are  theoreti- 
cal] v  available  to  all,  in  actual  practice  these  devices  are  more  valuable 
(in'terms  of  tax  savings)  to  wealthier  families.  Thus,  f^oneration- 
skippin*:  trusts  are  used  more  often  by  the  vrealthy. 

Generation  skippin^^  results  in  inequities  in  the  case  of  transfer 
taxes  by  enablin«r  some  families  to  pay  these  taxes  only  once  every 
severalgenerations,  whereas  most  families  must  pay  these  taxes  every 
^^eneration.  Generation  skipping  also  reduces  the  progressive  effect 
of  the  transfer  taxes,  since  families  with  moderate  levels  of  accumu- 
lated wealth  may  pay  as  much  or  more  in  cumulative  transfer  taxes 
as  wealthier  families  who  utilize  nfcneration-skippinir  devices. 

The  committee  recoiniizes  that  there  are  many  leijitimate  nontax 
purposes  for  establishincr  trusts.  However,  the  committee  also  believes 
that  the  tax  laws  should  be  neutral  and  that  there  should  be  no  tax 
advantage  available  in  setting  up  tnists.  Consequently,  the  committee 
amemlment  ])rovides  that  property  passing  from  one  generation  to 
successive  generations  in  trust  form  should,  for  estate  tax  purposes, 
be  treated  substantially  the  same  as  property  which  is  transferred 
outright  from  one  generation  to  a  successive  generation. 

E:/'p Jo  11  at lo n  of  prov is io n 

The  committee  amendment  imposes  a  tax  in  the  case  of  generation- 
skipping  transfers  under  a  trust  or  similar  arrangement  (such  as  a  life 
estate)  upon  the  distribution  of  the  trust  assets  to  a  generation- 
skipping  heir  (for  example,  a  grandchild  of  the  transferor)  or  upon 
the  termination  of  an  intervening  interest  in  the  trust  (for  example, 
the  termination  of  an  interest  held  by  the  transferors  child). 

The  tax  would  be  substantially  equivalent  to  the  estate  or  gift  tax 
which  would  have  been  imposed  if  the  property"  had  actually  been 
transferred  outright  to  each  successive  generation.  For  example,  where 
a  trust  is  created  for  the  benefit  of  the  grantor's  child,  with  remainder 
to  the  grandchild,  then,  upon  the  death  of  the  child,  the  tax  would  be 
computed  by  adding  the  child's  portion  of  the  trust  assets  to  the 
child's  estate,  and  computing  the  tax  at  the  child's  marginal  estate  tax 
rate. 

Thus,  under  the  committee  amendment,  the  child  would  be  treated 
as  a  "deemed  transferor*'  of  the  ti-ust  pro]ierty.  The  child's  estate  tax 
brackets  are  used  as  a  measuring  rod  for  purposes  of  determining  the 
tax  imposed  on  the  generation-skippinrr  transfer,  but  tlie  child's  estate 
is  not  liable  for  the  payment  of  the  tax.  Instead,  the  tax  would  generally 
l>e  paid  out  of  the  proceeds  of  the  trust  property.  However,  the  trust 
would  be  entitled  to  any  unused  poi-tion  of  the  estate  tax  credit  for  the 
child*-  estate,  and  to  the  benefit  of  any  increased  marital  deduction 
allowed  to  the  estate  as  a  result  of  the  transfer.  Tn  addition,  the  chari- 
table deduction  would  be  allowable  if  part  of  the  trust  property  were 
left  to  charity.  The  previously  taxed  property  credit  would  also  be 
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allowable  where  an  estate  tax  had  been  imposed  with  respect  to  the 
creation  of  the  trust  and,  within  a  10-year  period  thereafter,  the  gen- 
eration-skipping tax  is  imposed  upon  the  death  of  the  child. 

The  committee  amendment  provides  that  the  tax  would  be  imposed 
whenever  the  child,  or  other  member  of  an  inter\^ening  generation,  had 
an  income  interest  in  the  trust,  or  a  power  to  invade  corpus  for  his 
own  benefit.  The  tax  would  not  be  imposed,  however,  where  the  child 
(as  trustee  for  his  children,  for  example)  had  nothing  more  than  a 
right  of  management  over  the  trust  assets  or  a  limited  power  of 
appointment  among  grandchildren  or  more  remote  descendants  of  the 
grantor. 

Also,  under  the  committee  amendment,  the  tax  would  not  be  im- 
posed in  the  case  of  an  outright  transfer  from  a  parent  to  a  grand- 
child (because  the  intervening  generation  receives  no  direct  benefit 
from  such  a  transfer) .  Likewise,  a  trust  established  for  the  benefit  of 
the  grantor's  spouse,  with  the  remainder  outright  to  the  grand- 
children, would  not  be  subject  to  the  tax  because  the  intervening 
generation  has  no  interest  in  the  trust.  In  addition  (as  a  rule  of  ad- 
ministrative convenience),  tax  would  not  be  imposed  in  the  case  of 
distributions  of  accounting  income  from  a  generation-skipping  trust 
to  a  grandchild  of  the  grantor. 

The  tax  under  these  rules  would  be  imposed  only  once  each  genera- 
tion. Generally,  a  generation  would  be  determined  along  family  lines, 
where  possible  (i.e.,  the  grantor,  his  wife,  and  his  brothers  and  sisters 
would  be  one  generation ;  their  children  would  be  a  second  generation ; 
the  grandchildren  would  be  the  third  generation,  etc.) . 

Where  generation-skipping  transfers  are  made  outside  the  familj^, 
generations  would  be  measured  from  the  grantor.  Individuals  not  more 
than  1214  years  younger  than  the  grantor  would  be  treated  as  mem- 
bers of  his  generation;  individuals  more  than  I2I/2  years  younger  than 
the  grantor,  but  not  more  than  37i/^  years  younger,  would  be  con- 
sidered members  of  his  children's  generation,  etc.  In  cases  where 
generation-skipping  transfers  are  made  outside  the  family,  the  deemed 
transferor  (that  is,  this  base  for  purposes  of  determining  the  tax) 
would  be  the  estate  of  the  person  having  the  closest  relationship  to  the 
grantor  or  the  person  having  the  intervening  life  interest  or  power 
(generally,  the  person  named  in  the  grantor's  will  or  trust  instrument) . 

Effective  date 
In  general,  these  provisions  are  to  apply  to  generation-skipping 
transfers  which  occur  after  April  30,  1977.  However,  under  a  tran- 
sitional rule  provided  by  the  committee  amendment,  the  tax  is  not  to 
be  imposed  for  a  10-year  period  (until  January  1,  1987)  in  the  case 
of  transfers:  (a)  under  irrevocable  inter  vivos  trusts  in  existence  on 
April  30, 1977  (except  to  the  extent  that  transfers  are  made  from  such 
trusts  out  of  assets  added  to  the  trust  after  April  30,  1977,  or  (b)  in 
the  case  of  decedents  dying  before  January  1,  1978,  pursuant  to  a  will 
(or  revocable  trust)  which  was  in  existence  on  ^fay  1, 1977,  and  which 
was  not  amended  or  revoked  at  any  time  after  that  date.  The  purpose 
of  this  transition  rule  is  to  give  beneficiaries  under  trusts  which  may 
have  been  created  in  reliance  on  existing  law  a  10-year  grace  period 
in  which  to  relinquish  their  interests  in  the  trust,  if  they  wish  to  do 
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so.  tlu'H'hv  (^liniinatiii;:  the  pMi('rati()n->kipi)in£r  aspoft  of  tho  trust 
without  liability  for  the  tax  imposed  under  tliese  provisions  (or  for 
irift  tax  in  the  event  of  su<h  a  relincpiishnient).  In  addition,  the  post- 
poueinent  of  the  etfective  date  allows  the  conuiiittee  to  conduct  further 
lieariniTS  to  reexamine  tlie  provision. 

r>.  (;ift  Tax  Treatment  of  Certain  Annuities  (sec.  2203  of  the  bill 
and  sec.  2r)17  of  the  Code) 

P/Yscnf  law 

For  estate  tax  purposes,  an  exclusion  is  provided  for  the  portion  of 
the  value  of  a  survivor  benefit  (e.of.,  an  annuity)  under  a  qualified 
plan  that  is  attributable  to  contributions  made  by  the  employer.  A 
parallel  exclusion  is  ])rovided  for  ;2:ifttax  purposes. 

Ill  1J)T2.  the  estate  tax  provision  was  amended  to  ensure  that  no 
poition  of  tlie  employer  contributions  was  includible  in  the  <xross estate 
of  tlie  employee's  spouse  if  the  spouse  predeceased  the  employee  and 
the  couple  had  resided  in  a  community  propei-ty  State.  This  amend- 
ment was  dcsifrned  to  overturn  Rev.  Rul.  G7-2T8,  1967-2  C.B.  323, 
which  held  that,  if  under  community  property  laws  the  deceased 
spouse  had  a  vested  interest  in  one-half  of  such  contributions,  this 
half  was  includible  in  the  spouse's  o^ross  estate  and  was  not  eligible 
for  the  exclusion  because  the  deceased  spouse  was  not  an  employee 
covered  under  the  plan. 

Ilowevei-.  no  correspondin<r  amendment  lias  been  made  to  the  gift 
tax  provisions.  As  a  result,  the  IRS  lias  ruled  that,  if  an  em])l()yee 
l)redeceases  the  employee's  spouse  in  a  community  property  State, 
the  survivin^r  spouse  is  to  be  treated  as  having  made  a  gift  of  one-half 
of  any  benefits  payable  to  other  beneficiaries.  Such  a  result  would  not 
occur  in  a  non-community  property  State. 

Reasons  for  change 
The  committee  believes  that  the  treatment  described  alx)ve  is  dis- 
criminatory and  should  not  be  allowed  to  continue.  It  is  the  view 
of  the  committee  that  the  provisions  exempting  from  the  estate  and 
gift  tax  interests  in  qualified  plans  should  have  uniform  application 
in  both  common  law  and  community  property  States  regardless  of 
which  spouse  dies  first. 

Ex]il (I nation  of  provision 

Consequently,  the  committee  has  adopted  an  amendment  which  pro- 
vides a  gift  tax  exclusion  for  the  value,  to  the  extent  attributable  to 
employer  contributions,  of  any  interest  of  a  spouse  in  specified  em- 
l)loy(e  contracts,  or  trust  or  plan  payments,  where  two  conditions 
exist. 

First,  an  employer  must  have  made  contributions  or  payments  on 
bclialf  of  an  emi)loyee  (or  former  employee)  under  a  qualified 
eiiij)loyee*s  pension,  stock  bonus,  or  profit-sharing  plan,  or  trust  which 
is  (pialified  as  an  exempt  plan  for  tax  purposes  (under  section  401 
(a)),  an  employee's  qualified  retirement  annuity  contract  (covered 
under  a  ])laii  described  in  section  403(a)),  or  a  retirement  annuity 
contract  piirchas(Kl  for  an  employee  by  an  employer  which  is  an  edu- 
cational orL^anization  (refened  to  in  sec.  170(b)  (1)  (A)  (ii) )  or  a 
])ul)licly-su])])orted  educational,  chai'itable,  or  I'eligious  organization 
(referred  to  in  sec.  170(b)  (1)  (A)  (vi)).  Second,  for  purposes  of  the 
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existing  estate  tax  provision  (sec.  2039(c) ),  the  amount  involved  must 
not  be  considered  as  contributed  by  the  employee.  Where  these  two 
conditions  exist,  the  value  of  the  nonemployee's  interest  payable  to 
other  beneficiaries  upon  the  employer's  death  is  to  be  excluded  from 
the  taxable  pfts  of  the  survivinof  spouse  to  the  extent  the  value  of  the 
interest  is  attributable  to  the  contributions  of  the  employer  and  to  the 
extent  the  value  arises  solely  by  reason  of  the  spouse's  interest  in  the 
community  income  of  the  employee  under  the  community  property 
laws  of  the  State. 

This  provision  will  have  the  effect  of  equating  the  gift  tax  treatment 
that  occurs  upon  the  death  of  an  employee  spouse  in  a  community 
property  State  witli  that  resulting  upon  the  death  of  an  employee. 
The  amount  of  benefits  payable  to  other  beneficiaries  which  are  attrib- 
utal)le  to  the  nonemployee  spouse's  community  interest  in  the  value 
of  the  employer's  contribution  to  the  plan  w^ould  be  excluded  from 
such  spouse's  taxable  gifts  for  gift  tax  purposes. 

This  provision  does  not,  in  the  case  of  the  nonemployee  spouse  in  the 
comnninity  property  State,  provide  any  exclusion  for  a  property  in- 
terest in  the  plan  to  the  extent  it  is  attributable  to  the  contributions 
of  the  employee  spouse.  Thus,  the  surviving  spouse's  community  in- 
terest in  the  j^lan  which  is  attributable  to  contributions  made  by  the 
deceased  employee  spouse  could  be  subject  to  the  gift  tax,  as  under 
present  law. 

Effective  date 
The  amendment  applies  to  calendar  quarters  beginning  after  De- 
cember 31, 1976. 

Revenue  effect  of  estate  and  gift  tax  provisions  (Items  1  through 
6) 
These  estate  and  gift  tax  provisions  are  estimated  to  reduce  budget 
receipts  by  $1,042  million  in  fiscal  vear  1978,  Sl.367  million  in  fiscal 
year  1979,  and  $2,006  million  in  fiscalVear  1981. 


B.  TITLE  XXIII— OTHER  AMENDMENTS 

1.  Outdoor  Advertising  Displays  (sec.  2:]01  of  the  bill  and  sec. 
10r>(g)  of  the  Code) 

Present  laio 

T^iulor  piw^ont  law,  fjaiiis  from  iiivolunfarv  convoi'sioiis  of  property 
(including  casualties  and  condemnations)  are,  in  general,  allowed  non- 
reco2:nition  treatment  where  money  realized  from  the  involuntary  con- 
version is  rein  vest  e<l,  within  a  limited  period  of  time,  in  pioperty 
whicli  is  similar  or  related  in  service  or  use  to  the  property  converted 
(sec.  1033).  A  special  rule  is  provided  for  condemnations  of  business 
or  investment  real  estate  (other  than  inventory  ])roperty)  under  which 
more  liberal  rules  are  adopted  for  purposes  of  determininor  wliether 
a  purchase  of  replacement  real  e.^^tate  qualifies  as  similar  or  related 
in  service  or  use  to  the  property  converted  (sec.  1033 (^) ). 

The  Internal  Revenue  Service  has  ruled  that  outdoor  advertisinfy 
billboards  and  displays  are  real  propeity  for  purposes  of  the  invest- 
ment credit  and  depreciation  recapture.^  However,  this  administra- 
tive interpretation  has  been  successfully^  challenged  in  several  court 
cases  which  hold  that  billboards  are  tangible  personal  property  (and 
not  real  property)   for  pui-poses  of  the  investment  credit.- 

Reasons  for  change 
Federal  and  State  highway  beautification  statutes  autliorize  the 
Government  to  condemn  and  purchase  privately-owned  highway  bill- 
boards. Because  of  continuing  restrictions  on  where  highway  bill- 
boards may  be  located,  the  former  owners  of  condemned  billboards 
(])articularly  small  companies)  are  prevented  from  using  their  con- 
demnation awards  to  build  and  situate  replacement  billboards:  these 
taxpayers  have  been  forced  instead  to  reinvest  their  awards  in  other 
types  of  real  property.  The  committee  is  concerned  that  present  un- 
certainties in  the  property  classification  of  billboards  will  prevent 
these  reinvestments  from  qualifying  for  treatment  as  involuntary  con- 
version replacement  property.  It  has,  thei^efore.  decided  to  allow  tax- 
payers an  election  to  treat  outdoor  advertising  displays  as  real  prop- 
erty in  certain  situations. 

Explanation  of  provision 

The  committee's  decision  provides  an  election  for  taxpayers  to  treat 

outdoor  advertising  displays  as  real  property.  This  election,  once 

made,  is  irrevocable  without  the  permission  of  the  Secretary  to  change 

it  and  it  applies  to  all  (jualifying  outdoor  advertising  displays  of  the 


1  Rev.  Rul.  6S-62.  196S-1  C.B.  .-^GH. 

2  See,  e.K.,  Alabama  iJisplaya,  Inc.  et  ah  v.  United  States,  o07  F.2(l  844  (Ct.  Cls.  1974) 
Whitcco  ImluHirics,  Inc.,  Go  T.C.  UG4  (1H75). 
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taxpayer.  Outdoor  advertising  displays  do  not  qualify  for  the  election 
Avhere'^  the  taxpayer  has  previously  treated  the  property  as  tangible 
personal  property  by  claiming  either  the  investment  credit  or  addi- 
tional first-year  depreciation.  This  limitation  is  necessary  to  prevent 
abuse  of  tlie  election  by  treating  the  same  property  as  tangible  per- 
sonal pro])erty  for  j^urposes  of  the  investment  credit  and  as  real 
property  for  purposes  of  the  involuntaiy  conversion  replacement 
property  and  depreciation  recapture  rules. 

The  t€rm  "outdoor  advertising  display''  includes  rigidly  assembled 
outdoor  signs  and  displays  which  are  attached  to  the  ground,  a  build- 
ing, or  other  permanent  structure  for  purposes  of  displaying  adver- 
tising messages  to  the  public.  This  term  includes  highway  billboards 
attached  to  the  ground  with  Avood  or  metal  poles,  pipes  or  beams,  with 
or  without  concrete  footings. 

The  amendment  also  provides  that  replacement  real  property  will 
be  considered  "lilce  kind"  property  even  though  a  taxpayers  interest  in 
the  replacement  property  is  different  from  the  real  property  interest 
held  in  a  qualified  outdoor  advertising  display  which  was  involun- 
tarily converted.  This  is  to  enable,  for  example,  purchases  of  replace- 
ment property  to  qualify  under  section  1033(g)  even  though  a  fee 
simple  interest  in  real  estate  is  acquired  to  replace  in  part  a  billboard 
owner's  leasehold  interest  in  real  property  on  which  the  billboard  was 
located. 

There  is  no  comparable  provision  in  the  House  bill. 

Eifective  date 
The  election  under  the  amendment  may  be  made  for  purposes  of 
classifying  replacements  of  qualifying  outdoor  advertising  displays 
in  taxable  years  beginning  after  1970.  It  is  contemplated  that  the  Sec- 
retary will  allow  taxpayers  who  have  previously  made  replacements  of 
qualified  outdoor  advertising  displays  during  closed  taxable  years  a 
sufficient  period  of  time  to  make  an  election  for  these  closed  years. 

Revenue  effect 
It  is  estimated  that  this  provision  will  have  no  effect  on  budget 
receipts. 

2.  Tax  Treatment  of  Large  Cigars  (sec.  2302  of  the  bill  and  sees. 
5701(a),  5702,  and  5741  of  the  Code) 

Present  la\o 
Under  present  law  (sec.  5701(a)  (2) ),  the  manufacturers  excise  tax 
on  large  cigars  (those  weighing  more  than  3  pounds  per  thousand 
cigars)  is  imposed  on  the  basis  of  a  bracket  system  with  the  rate  of 
tax  dependent  on  the  retail  price  of  the  cigar.  The  brackets  are  as 
follows : 

Intended  retail  price  per  cigar  (in  cents) 

-^— Tax  per 

Over—  Not  over—  thousand 

0-- - lYi  $2.50 

2>'2 - 4  3.00 

4-— --- - 6  4.00 

6.— 8  7.  CO 

8    - 15  10.00 

15— _ 20  15.  CO 

20 20.  CO 


The  retail  price  of  a  cigar  is  defined  for  Federal  tax  purposes  as 
*-tlie  ordinary  i-etail  price  of  a  single  cigar  in  its  principal  market/' 
The  law  provides  that  any  State  or  local  tax  imposed  on  cigars  as  a 
commodity  is  lo  U'  cxcliKlcd  wlien  determining  the  ordinary  retail 
price. 

Rcasan.9  for  change 

The  present  bracket  system  is  arbitrary  in  that  it  produces  widely 
varying  elTective  rates  of  tax  depending  on  the  retail  price  of  the  cigar. 
For  cigars  intended  to  retail  for  20  cents  each  or  less,  the  eflective 
rate  of  tax  depends  on  a  combination  of  the  rate  of  tax  for  the  given 
bracket  and  the  point  within  the  bracket  that  a  cigar  is  intended 
to  sell  for.  Thus,  in  the  wide  bracket  covering  cigars  intended  to 
retail  for  over  8  cents  and  not  over  15  cents,  the  tax  rate  of  $10  per 
thousand  varies  from  a  maximum  of  12  percent  of  the  intended  retail 
price  (including  the  tax)  for  cigars  priced  at  three  for  25  cents  to  a 
minimum  of  6.7  percent  for  cigars  intended  to  retail  for  15  cents 
each.  This  6.7-percent  minimum  effective  rate  also  applies  to  cigars  at 
the  top  of  the  over  4  cents  and  not  over  6  cents  bracket.  However,  in 
the  over  6  cents  and  not  over  8  cents  bracket,  the  minimum  effective 
rate  is  S.S  percent.  At  the  very  bottom  of  the  tax  scale  (namely,  in  the 
case  of  cigars  intended  to  retail  for  not  more  than  2^  o  cents  each),  the 
tax  of  $2.50  per  thousand  imposes  an  effective  rate  of  10  percent  of  the 
retail  price  for  cigars  intended  to  retail  at  two  for  5  cents. 

A  corollary  of  the  variability  of  the  effective  rates  of  tax  is  the 
fact  tliat  a  sliift  in  the  price  of  a  cigar  fi'om  the  to})  of  one  bracket 
to  tlie  liottom  of  tlie  next  tax  bracket  can  result  in  a  tax  increase  dis- 
])roportionate  to  the  price  increase.  An  example  of  this  is  the  in- 
ci-ease  in  tax  from  S4  to  $7  per  thousand  between  cigars  intended  to 
retail  for  6  cents  and  tliose  intended  to  retail  for  more  tlian  6  cents 
and  not  over  8  cents.  At  the  6-cent  level,  the  tax  is  6.7  percent  of  the 
retail  price  and  10.4  percent  of  the  manufacturers  net  price  (exclusive 
of  tax).^  If  the  manufacturer  of  a  6-cent  cigar  I'aised  the  stated  re- 
tail price  to  three  for  20  cents,  the  effective  rate  of  tax  would  increase 
to  10.5  percent  of  the  retail  price  and  17.5  percent  of  the  manufac- 
tui'er's  net  price.  The  manufacturer  Avould  net  only  $1.70  more  per 
thousand  cigars  altliough  consumers  would  pay  $6.67  additional.  This 
bracket  system  not  only  discriminates  among  producers  depending  on 
tlie  price  at  which  they  sell  their  cigars  within  a  bracket  but  also 
prevents  manufacturers  from  freely  adjusting  prices  to  meet  cost 
changes. 

There  is  no  way  to  determine  precisely  how  tlie  bui'den  of  the  cigar 
tax  is  distributed  between  consumers  and  ovrnei's  of  manufacturing 
firms.  In  either  event,  however,  the  present  tax  is  discriminatory.  To 
the  extent  it  is  borne  by  consumers,  the  burden  imposed  bv  the  tax 
vai'ies  erratically  depending  on  the  intended  i-etail  price  of  the  cigars 
purchased.  To  the  extent  it  is  borne  by  manufacturei-s.  the  burden  of 
the  tax  varies  depending  on  the  particular  price  lines  produced  by  each 
manufacturer.  As  a  ])ercent  of  sales,  the  tax  paid  is  least  for  those 
mMnuf;)ctu!-ers  whose  production  is  concentrated  in  price  classes 
where  the  effect ive  rate  of  tax  is  at  a  minimum. 


'I'!ii>  nsstuufs  tho  usual  standard  inarku{)  in  dolrrnilnin?:  tlio  retail  price. 
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These  problems  of  the  bracket  system  liave  been  recotrnized  foi-  a 
long  time  by  tlie  cigar  industry,  the  Treasury  department,  and  the 
Congress.  When  the  tax  on  cigars  was  collected  by  means  of  the  pur- 
chase of  stamps,  practical  consideration  favored  the  use  of  some  type 
of  bracket  system  in  order  to  keep  to  a  reasoiuible  level  the  number 
and  denomination  of  stamps  that  had  to  be  printed.  However,  the  use 
of  stamps  as  evidence  of  payment  of  tax  was  discontinued  in  June 
1959.  As  a  result,  there  now  is  no  rea.son  why  tlie  bracket  sy.-^tem 
should  not  be  eliminated. 

A  change  from  a  tax  base  of  the  intended  retail  price  to  a  base  of 
the  intended  wholesale  price  will  make  administration  of  the  tax 
easier  and  avoid  many  of  the  problems  associated  with  the  present 
tax  base  of  the  intended  retail  price  in  the  cigar's  pi'incipal  market. 
Administration  of  the  tax  will  be  facilitated  because  wholesalers  tra- 
ditionally sell  a  given  cigar  at  the  same  price  to  different  retailers. 
Retail  prices  do  not  have  this  consistency.  In  addition,  verification 
that  sales  actually  take  place  at  the  list  price  will  be  easier  than  in  tlie 
case  of  the  intended  retail  price  because  there  are  far  fewer  wliole- 
salers  than  retailers. 

With  a  tax  based  on  the  wholesale  price  rather  than  the  retail  price, 
a  rate  of  10  percent  is  required  in  order  to  produce  the  same  tax  yield 
as  is  produced  under  present  law.  However,  if  a  substantial  tax  increase 
is  not  to  result  for  many  cigars,  a  rate  which  is  lower  than  this  is  re- 
quired. Substitution  of  an  ad  valorem  rate  of  tax  for  the  present 
bracket  system,  of  necessity,  has  a  differing  impact  on  individual  firms 
within  the  cigar  manufacturing  industry. 

Jin  ad  valorem  rate  set  at  10  percent  of  the  wholesale  price  would 
mean  that  those  firms  which  have  produced  cigars  which  sold  at  prices 
where  the  tax  rate  was  relatively  low  under  the  bracket  system  would 
be  faced  wath  a  tax  increase  with  such  a  rate.  Firms  producing  cigars  at 
prices  where  the  tax  rate  has  been  relatively  high  under  the  bracket 
system,  of  course,  would  obtain  some  benefit  under  a  10-percent  rate 
structure.  In  a  transition  of  this  type,  however,  in  order  to  prevent  a 
tax  increase  for  a  large  number  of  lines  of  cigars,  a  reduction  in  the 
average  rates  of  tax  is  necessary. 

In  addition  to  the  need  for  a  tax  rate  decrease  because  of  a  shift 
to  an  ad  valorem  system,  a  decrease  in  the  rate  of  tax  for  cigars  also  is 
justified  for  other  i*easons  as  well.  First,  when  many  excise  taxes  wei-e 
reduced  or  eliminated  in  1965,  the  tax  on  cigars  was  nevertheless  main- 
tained at  preexisting  rates.  Second,  the  cigar  industry  in  recent  years 
has  been  experiencing  considerable  financial  difficulty.  Sales  have 
dropped  dramatically  from  9  billion  cigars  in  1964  to  about  6  billion 
in  1975 — a  period  of  rising  costs. 

Exjilanation  of  pi'ovlsion 

This  amendment  changes  the  present  law  tax  on  large  cigars  (those 
weighing:  more  than  3  pounds  per  thousand  ^)  to  a  tax  of  8i^  percent  of 
the  wholesale  price,  but  not  more  than  $20  per  thousand  ciirars. 

Wholesale  price,  as  defined  in  tliis  amendment,  means  the  manufac- 
turers or  importer's  suggested  delivered  price  of  the  cigar  to  retailei'S 
(including  in  this  price  this  Federal  cigar  tax).  This  price  is  to  l>e  de- 
termined before  any  trade,  cash,  or  othei-  discounts,  oi-  any  promotion, 

2  SraaU  cigars  are  not  taxed  on  tLe  basis  of  price.  Their  tax  rate  is  75  cents  per  thousand. 
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advert isin^r.  display,  or  similar  allowances.  Generally,  this  wholesale 
price  is  the  traditional  inanufartiirersor  importer's  declared  intended 
catalnir  or  list  delivered  hulk  price  to  n^tailei-s.  Wiiere  the  manufac- 
turer or  importer  has  no  su<i<j:ested  delivered  price  to  rotailei-s  for  the 
pai-ticular  ciirar  in  question  (as  may  happen,  for  example,  if  he  sells 
oidy  'At  i*et^\il.  or  where  the  su<r,£rested  delivered  price  to  retailei-s  is  not 
adequately  supported  by  bona  tide  arm's  lennfth  sales),  the  amendment 
provides  that  the  wholesale  price  is  to  be  determined  by  the  Treasury 
Dcpartmenr  on  the  basis  of  the  price  for  Avhich  cip^ai'S  of  comparable 
retail  price  are  sold  to  i-etailers  in  the  ordinary  course  of  trade. 

In  most  cases  the  wholesale  price  will  be  adequately  supported  by 
sales  l)y  the  wholesalei-s  to  retailers.  Tn  only  a  few  situations  will  it  be 
necessary  for  the  Treasury  Department  to  deteimine  the  wholesale 
prire  on  the  basis  of  the  price  for  wliich  ci^xars  of  the  same  or  compa- 
lable  retail  price  are  sold  to  retailers  in  the  ordinary  course  of  tiade. 

The  use  of  the  intended  wholesale  price  as  the  tax  base  will  elimi- 
nate the  troublesome  determination  of  the  retail  price  of  a  single  cigar 
in  its  ju'incipal  market. 

The  wholesale  price  does  not  include  State  or  local  taxes  imposed  on 
cigars  as  a  commodity.  The  present  law  exclusion  of  such  taxes  from 
the  tax  base  is  continued  by  this  amendment.  If  a  manufacturer  nor- 
mally includes  State  or  local  taxes  in  his  "wholesale  price,"  he  must 
show  the  price  net  of  any  such  taxes  in  a  manner  satisfactory  to  the 
Treasury  Department  for  the  purpose  of  imposing  the  tax  provided 
by  this  amendment. 

This  amendment  also  amends  the  Code  (sec.  5741)  to  include  ini- 
porters  amonir  those  persons  required  to  keep  records  prescribed  by 
the  Treasury  Department  and  to  provide  that  the  required  records  be 
available  for  inspection  by  internal  revenue  officers  during  business 
hours.  The  existing  statutory  requirement  is  extended  to  importers  in 
order  to  avoid  any  doubt  that  appropriately  prescribed  regulations 
may  require  them  to  keep  records  which  are  needed.  This  is  particu- 
larly relevant  with  the  change  in  manner  of  imposition  of  the  tax  on 
large  cigars  and  the  added  definition  of  "wholesale  price"  which  will 
likely  result  in  a  requirement  that  records  be  kept  by  importers. 

There  is  no  comparable  provision  in  the  House  bill. 

Effect  ire  date 
The  effective  date  of  the  changes  made  by  this  amendment  is  the 
first  day  of  the  first  month  which  begins  more  than  90  days  after  the 
date  of  enactment.  This  date  provides  taxpayers  and  the  Treasury  De- 
partment with  sufficient  time  to  make  the  required  administrative 
changes. 

Revenue  effect 
This  provision  will  reduce  budget  receipts  by  $7  million  in  fiscal 
vear  1077,  $7  million  in  fiscal  vear  1978,  and  $7'million  in  fiscal  year 
1981. 

.*].  Treatment  of  Gain  from  Sales  or  Exchanges  Between  Related 
Parties  (sec.  2303  of  the  bill  and  sec.  1239  of  the  Code) 

Present  law 
Under  present  law,  recognized  gains  from  a  sale  or  exchange  of 
depreciable  property  are  denied  capital  gain  treatment  if  the  trans- 
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action  is  between  a  husband  and  wife,  or  between  an  individual  and 
a  corporation  over  80  percent  of  the  value  of  whose  stock  is  owned 
by  the  individual,  his  spouse,  and  his  minor  children  or  grandchildren 
(sec.  1239).  This  rule  applies  where  the  shareholder  sells  property  to 
his  controlled  corporation,  and  vice  versa. 

Although  the  present  statute  covers  a  sale  or  exchange  "directly  or 
indirectly'-  between  an  individual  and  a  controlled  corporation,  the 
courts  have  held  tliat  this  language  does  not  reach  gain  on  a  sale  of 
depreciable  property  between  two  corporations  each  of  which  is  more 
than  80  percent  controlled  by  the  same  individual  and  his  family.  The 
courts  have  refused  to  follow  a  ruling  by  the  Internal  Revenue  Service 
that  a  sale  between  two  such  commonly  controlled  corporations  is  (for 
purposes  of  this  provision)  ''indirectly*'  a  sale  between  the  individual 
and  the  corporation.^ 

Reasons  for  change 

In  enacting  section  1239  (and  its  predecessors  in  the  1939  Code), 
Congress  sought  to  prevent  the  j)n^ctice  of  selling  a  low  basis-high 
value  depreciable  asset  to  a  controlled  corporation  in  order  to  "step 
up"  the  basis  of  the  asset  for  depreciation  purposes  in  the  hands  of 
the  corporation  at  the  cost  of  a  capital  gain  tax  to  the  selling  share- 
holder.- The  corporation's  basis  would  be  its  cost  for  the  property, 
which  in  turn  would  reflect  appreciation  in  value  in  the  hands  of  the 
shareholder. 

In  refusing  to  interpret  "indirectly''  to  cover  commonly  controlled 
corporations,  the  courts  have  not  disagreed  that  corporations  under 
common  control  can  and  do  engage  in  sales  or  exchanges  with  each 
other  to  obtain  the  tax  benefits  which  Congress  sought  to  prevent  if 
the  sale  were  made  directly  between  the  shareholder  and  the  corpora- 
tion. The  courts,  however,  have  generally  based  their  decisions  on 
technical  factors  involving  the  language  of  the  present  statute  and 
some  ambiguity  in  the  legislative  history  of  the  provision. 

The  potential  for  abuse  is  as  evident  in  such  cases,  however,  as  in 
sales  between  a  shareholder  and  his  controlled  corporation.  In  both 
situations,  the  shareholder  (or  his  family)  maintains  control  over  the 
asset  while  the  corporation  obtains  a  higher  depreciable  basis  in  the 
property.  The  connnittee  sees  no  reason  why  a  sale  between  corpora- 
tions controlled  by  the  same  individual  should  be  treated  differently 
from  a  sale  between  an  individual  and  his  controlled  corporation 
should  be  treated  differently  (under  section  1239)'^  from  a  sale  between 
corporations  controlled  by  the  same  individual. 

Xo  rules  of  constructive  ownership  are  provided  in  section  1239  for 
purposes  of  determining  the  ownership  of  stock  under  that  provision. 
As  a  result,  a  taxpayer  may  be  able  to  structure  a  transaction  to  cir- 
cumvent the  applicability  of  the  section.  For  example,  a  taxpayer 
desiring  to  sell  depreciable  property  to  a  corporation  which  he  wholly 
owns  may  be  able  to  avoid  section  1239  by  (prior  to  the  sale)  contrib- 

1  Rev.  Rul.  69-109.  1969-1  C.B.  202. 

=  H.  Rppt.  oS6,  S2d  Cong..  1st  Sess.  (1951).  19."1-1  C.B.  .^."7.  376.  The  committee  report 
states  that  this  type  of  transaction  may  be  highly  advantageous  "when  the  sale  may  be 
carried  out  without  loss  of  control  over  the  asset  because  the  corporation  to  which  the  asset 
is  soifl  is  controlled  by  the  individuals  who  make  the  sale." 

2  The  depreciation  recapture  rules  of  sections  1245  and  1250  would  have  a  limited  use 
to  prevent  this  abuse  where  sales  are  made  between  controlled  corporations  of  property 
which  has  a  low  basis  but  a  high  value.  In  such  cases,  sections  1245  and  1250  would  re- 
capture as  ordinary  income  only  a  relatively  small  portion  of  the  seller's  gain. 

72-966 3 
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ntin^r  his  stock  in  tlio  corporation  to  u.  hn\{\iufx  <'onij):\nv  or  by  trans- 
fi'rrin;:  -<^  percent  of  liis  stock  to  a  trust  for  tlie  Ix^nofit  of  members  of 
his  family.  AUhouiih  it  can  be  ar<2:ne(l  that  tlie  taxpayer  continues  to 
own  the  stock  ^'indirectly"  and  section  1230  therefore  should  come 
into  play,  as  explained  above,  the  courts  have  been  reluctant  to  ^ive  a 
broad  interpretation  to  the  term  "indirectly.'' 

Explanation  of  provision 
The  committee  amendment  revises  and  strenirthens  section  1239  in 
several  ways.  First,  the  amendment  adds  a  rule  which  brings  within 
the  scope  of  tiiis  provision  a  sale  or  exclian^e  of  property  between 
conmionly-cont rolled  corporations.  Second,  the  amendment  makes 
rules  of  constructive  ownership  applicable  in  determininc:  stock  own- 
eivhip  under  this  provision  orenerally.  For  this  purpose,  the  present 
rules  which  api>ly  under  section  318  are  incorporate<l  by  reference, 
lliird,  tlie  amendment  chan<res  the  control  requirement  which  brino:s 
section  1239  into  effect  from  over  80  percent  to  80  p<»rcent  or  more  in 
value  of  a  corporation's  stock.  (This  latter  chancre  follows  the  concept 
of  control  reflected  in  the  ivorf^anization  rules,  where  control  means 
at  least  80  percent  or  irreater  control   (^(^c.  368(c)). 

Under  the  first  of  the  changes  made  b}'  the  committee,  the  treatment 
of  pi  in  as  ordinary  income  in  the  case  of  a  sale  betAveen  commonly 
controlled  corporations  is  to  occur  at  the  level  of  the  transferor  (seller) 
corporation  rather  than  at  the  level  of  the  sharehohier.  The  construc- 
tive ownership  rules  are  to  be  used  to  determine  whether  the  80  per- 
cent stock  ownership  requirement  has  been  met,  but  (in  the  commonly 
controMed  corporation  situation)  the  actual  tax  effect  of  recharacter- 
izintr  <rain  as  ordinary  income  is  to  occur  at  the  corporate  level.'* 

The  committee  does  not  intend  to  prevent  section  1239  from  beino^ 
invoked  to  produce  ordinary  income  to  a  shareholder  where  a  cor- 
]^oration  is  used  as  a  conduit  to  make  a  sale  to  another  controlled 
corporation,  or  where  the  entity  of  a  corporate  transferor  is  properly 
disrecfarded  for  tax  purposes.  These  situations  will  result  in  ordinary 
income  to  the  shareholders.^ 

The  incorporation  of  constructive  ownership  niles  into  section  1239 
applies  <renerally  to  this  section  and  is  not  limited  to  sales  between 
commonly  controlled  corporations.  In  lij^ht  of  the  section  318  rules,  the 
80-percent  requirement  of  section  1239  will  continue  to  be  measured 
by  reference  to  the  value  of  the  company's  outstanding:  stock;  how- 
ever, the  stock  which  will  be  grouped  toorether  in  measurinc:  control 
will  include  stock  considered  owned  by  an  individual  under  the  con- 
structive ownership  rules.  Thus,  for  example,  if  a  father  owns  out- 
rip:ht  79  percent  of  the  stock  (by  value)  of  a  closely  held  corporation 
and  a  trust  for  his  children  owns  the  remaininc:  21  percent  of  the 
stock,  the  children  will  be  deemed  to  own  the  stock  owned  for  their 


*  If  the  transferor  corporation  Is  a  subrhapter  S  corporation  (I.e..  a  corporation  which 
has  made  an  election  under  sections  1 371-1  .S79  of  present  law).  ;raln  which  Is  denied 
capital  pain  trentment  by  reason  of  the  committee  amendment  will  be  Included  In  the 
corpurntlnn's  undistributed  taxable  Income  which  Is  taxed  to  Its  shareholders  (pursuant 
to  sec.  1.373  of  the  Code). 

» The  committee's  amendment  brln;rlnjr  sales  between  certain  controlled  corporation! 
rrltbln  spction  12.'{0  also  is  not  Intended  to  make  such  sales  less  subject  (than  they  are 
under  pr»«sent  law)  to  allocations  of  Income  between  or  amonp  the  corporations  or  their 
shareholders  under  section  4R2  of  present  law.  Nor  is  the  amendment  intended  to  make 
such  sales  no  longer  subject  to  constructive  dividend  treatment  to  the  controlling  share- 
holder (as  may  occur  In  appropriate  cases  under  present  law). 
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benefit  by  the  trust  in  propoition  to  their  actuarial  interests  in  tlie 
trust  (sec.  318(a)(2)(B)).  The  father  will,  in  turn,  consti-uctively 
own  the  stock  so  deemed  to  be  owned  by  his  children  (sec.  318(a)  (1) 
(A)  (ii) ).  The  result  will  be  that  the  father  will  be  treated  as  owning 
all  the  stock  of  tlie  corporation,  and  any  gain  he  would  otherwise 
have  to  recognize  from  selling  depreciable  property  to  the  corpora- 
tion would  be  treated  by  section  1239  as  ordinal^  income. 

Also,  the  constructive  ownership  rules  mean,  among  other 
things,  that  if  a  shareholder  holds  an  option  to  acquire  stock  (such 
as  from  another  shareholder) ,  he  will  be  treiited  as  owning  the  stock 
which  he  could  acquire  by  exercising  the  option  (sec.  318(a)(4)). 
The  members  of  a  shareholder's  family  are  also  broadened  beyond 
a  spouse,  minor  children,  and  grandchildren  to  include  parents  and 
adult  children  (sec.  318(a)  (1) ).« 

There  is  no  comparable  provision  in  the  House  bill. 

E-ffective  date 
This  provision  ap]olies  to  gain  recognized  on  a  sale  or  exchange 
made  after  the  date  of  enactment  of  the  amendment.  A  transition 
rule  is  also  provided  under  which  the  new  rules  will  not  apply  to  a 
sale  or  exchang"e  after  the  date  of  enactment  but  occuning  pursuant 
to  a  binding  contract  entered  into  before  the  date  of  enactment. 

Revenue  effects 
It  is  estimated  that  this  provision  will  result  in  an  increase  in  budget 
receipts  of  less  than  $5  million  annually. 

4.  Application  of  Section  117  to  Certain  Education  Programs  for 
Members  of  the  Uniformed  Services  (sec.  2304  of  the  bill  and 
sec.  117  of  the  Code) 

Present  law 

Amounts  received  by  an  individual  as  a  scholarship  or  fellowship 
grant  for  study,  research,  etc.,  at  a  qualified  educational  institution 
(as  defined  in  sec.  151(e)(4))  are  generally  excluded  from  gross 
income  (sec.  117(a) ).  However,  such  amounts  are  not  excludible  f rom 
gross  income  if  they  represent  compensation  for  past,  present,  or  fu- 
ture employment  services,  or  if  the  studies  or  researcli  ai'e  primarily 
for  the  benefit  of  the  grantor  or  are  under  tlie  direction  or  supervision 
of  the  gi-antor  (Treas.  Regs.  §  l.ll7-4(c) )_. 

During  calendar  years  1973,  1974,  and  1975,  amounts  received  from 
appropriated  funds  as  a  scholarship  (including  the  value  of  con- 
tributed services  and  accommodations)  by  a  member  of  a  uniformed 
service  ^  who  was  receiving  training  under  the  Armed  Forces  Health 

«  As  another  example  of  the  effect  of  the  stock  attribution  rules,  assume  that  a  share- 
holder owns  80  percent  of  corporations  A  and  D.  The  shareholder  attempts  to  plan  around 
the  rule  in  the  amendment  bringing  sales  between  controlled  corporations  within  section 
1239  by  contributing  his  stock  in  corporation  B  to  newly  formed  holding  company  C, 
which  the  shareholder  wholly  owns,  and  then  having  A  sell  depreciable  property  to  li.  Witli- 
out  attribution,  this  sale  might  be  found  (under  present  law)  not  to  be  covered  by  section 
1239.  However,  the  attribution  rules  under  the  amendment  will  treat  the  shareholder  as 
owning  the  B  stock  owned  by  holding  company  C,  so  that  A's  gain  on  the  sale  will  be 
ordinary  income. 

For  purposes  of  section  1239,  attribution  to  a  shareholder  of  stock  owned  by  a  cor- 
poration, or  vice  versa,  is  to  occur  without  regard  to  the  oO-percont  limitation  contained 
in    sections    318(a)(2)(C)    and    318(a)(3)(C). 

1  As  defined  under  37  U.S.C.  Sec.  101(3). 
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rrofossions  Scliolarship  Program  -  (or  any  otlur  .-iinilar  program,  as 
(IctormintHl  by  the  Sooretary  of  iho  Troasury)  wore  specifically  ox- 
cIikKhI  from  gross  income  by  congressional  action.^  This  exclusion  was 
avaihibU'  whetlier  tlie  member  was  receiving  training  while  on  active 
(hity  or  in  an  oil-duty  or  inactive  status,  and  without,  regard  to 
wlietlier  a  jx^riod  of  active  duty  was  rciiuired  of  the  member  as  a  con- 
dit  ion  of  receiving  those  payments. 

RroAOT^s  for  change 
The  Internal  Kevenuo  Service  has  ruled  (Kev.  Kul.  76-90)  that, 
without  further  legislation,  all  amounts  received  under  the  Armed 
Forces  Health  Professions  Scholarship  Program  will  be  treated  as 
compensation  and  therefore  includible  in  gross  income  for  calendar 
ycais  r.>7r>  and  theien  ftei".  In  view  of  the  (^)ng!•essional  and  executive 
I'oncern  regarding  the  need  for  these  health  professions  scholarships 
for  the  nnifoi-med  sci'vices,  tlie  connnittee  concludeil  that  thos<^  schohir- 
ships  should  continue  to  be  excluded  from  gross  income  pending  a 
thorough  stall  review  of  the  ap])roi)riate  tax  tieatment  of  the  grants 
in  view  of  the  overall  national  policy  toward  the  military  (and  other 
uniformed  service)   health  professions  j^rogram. 

Explanation  of  provision 
The  committee  amendment  extends  the  prior  law  exclusion  from 
gross  income  (under  P.L.  93— tSeS)  for  amounts  received  under  the 
Armed  Forces  Health  Professions  Scholarship  Program  (or  substan- 
tially similar  programs)  for  one  more  year  (1976).  This  will  give 
the  committee  additional  time  to  determine  the  appropriate  tax  treat- 
ment of  those  scholarship  programs.  The  House  bill  cojitains  no  similar 
])rovision ;  however,  the  House  Committee  Eeport  on  H.R.  10612  states 
that  the  Committee  on  Ways  and  Means,  with  the  assistance  of  the 
Internal  Revenue  Service,  will  study  the  tax  treatment  of  scholar- 
ships and  fellowships. 

Effective  date 

This  ])rovision  is  effective  for  amounts  received  during  calendar 
year  1976. 

Revenite  effect 
It  is  estimated  that  this  provision  will  decrease  budget  receipts  by 
$2  million  in  the  transition  quarter  and  $3  million  in  fiscal  year  1977. 

5.  Tax  Counseling  for  the  Elderly  (sec.  2305  of  the  bill  and  sec. 
7803(a)  of  the  Code) 

Present  laic 
l*rosent  law  provides  a  number  of  tax  benefits  for  elderly  or  retired 
inclividuals:  however,  it  contains  no  provision  dealing  with  tax  coun- 
sel i  ng  for  the  elderly. 

Reasons  for  change 
Preparation  of  a  tax  return  is  frequently  a  difficult  task  for  the 
elderly.  Fpon  reaching  retirement  age,  taxpayers  are  often  confronted 

(l^V- v•'^'"''CV^^•^/oo_ol'o77"''''^  '^fr^icos  Health  Professions  Revltallzatlon  Act  of  11)72 
•M'liblic  Law  0.'{-48.i  (II. u!  12035;  93rd  Conj^ress.  1st  scss.),  October  24.  1974. 
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witli  new  provisions  and  complex  forms  to  contend  witli.  They  often 
must  complete  a  retirement  income  credit  schedule,  determine  the 
taxable  portion  of  tlieir  annuities,  or  compute  the  taxable  ^ain  when 
they  sell  their  residences.  For  an  untrained  elderly  individual,  who 
has  per-haps  liad  no  experience  with  the  preparation  of  tax  returns 
other  than  the  short  form  l(MOu\,  this  change  in  circumstances  may 
result  in  overpayment  of  tax. 

Explanation  of  pro^nsion 

The  amendment  authorizes  the  Seci'etary  of  the  Treasury,  throuoh 
the  Internal  Kevenue  Service,  to  enter  into  training  and  technical 
assistance  agreements  with  private  or  public  nonprofit  agencies  and 
organizations  to  prepare  volunteers  to  provide  tax  counseling  assist- 
ance for  elderly  individuals  in  the  preparation  of  their  Federal  in- 
come tax  returns.  It  i)ei'mits  the  Service  to  provide  )-eimbursement 
to  volunteers  for  tiansportation,  meals,  and  other  expenses  incurred 
by  them  in  training  or  providing  counseling  assistance.  The  amounts 
received  by  the  vohmteer  as  reimbursement  for  these  expenses  are 
to  be  exempt  from  income  and  social  security  taxes,  except  to  the  extent 
that  a  charitable  contribution  or  other  deduction  is  claimed  for  these 
expenses.  The  Secretai'V  is  authorized  to  provide  the  volunteers  with 
preferential  access  to  Interiml  Kevenue  Service  taxpayer  service  repre- 
sentatives and  malce  available  technical  information  and  material 
needed  for  their  use. 

The  amendment  also  authorizes  the  Secretary  to  hire  retired  former 
Internal  Revenue  Sei'vice  employees  who  could,  under  this  committee 
amendment,  work  up  to  720  hours  a  year  without  losing  their  pensions. 
These  temporary  employees  would  primarily  be  used  to  provide  tax 
assistance  services,  but  the  Service  is  also  given  authority  to  use  these 
individuals  to  administer  and  enforce  the  tax  laws.  Additionally,  the 
amendment  provides  that,  from  time  to  time,  the  lES  is  to  direct  the 
attention  of  elderl}^  individuals  concerning  tax  measures  of  particu- 
lar interest  to  the  elderly,  such  as  the  retirement  income  credit.  An 
''elderly  individual"  is  defined  as  a  person  who  has  reached  the  age 
of  f)0  as  of  the  close  of  a  taxable  year. 

Appropriations  to  carry  out  tliese  provisions  are  authorized  by  the 
amendment  in  the  amounts  of  $2  million  for  fiscal  lf)78  and  $3  million 
for  fiscal   1970. 

The  House  bill  contaiiis  no  comparable  provision. 

Effective  date 
This  provision  is  to  be  effective  on  the  date  of  enactment. 

Revenue  effect 
It  is  estimated  that  this  provision  will  have  little  effect  on  Federal 
revenues,  but  will  involve  expenditures  of  up  to  $2  million  for  fiscal 
year  1078  and  up  to  $;>  million  for  fiscal  year  1970. 

6.  Credit  for  Certain  Expenses  Incurred  in  Providing  Education 
(sec.  2306  of  the  bill  and  sec.  44D  of  the  Code) 

Present  lav 
Under  present  law,  there  is  no  tax  credit  or  deduction  for  personal 
educational  expenses.  However,  a  deduction  may  be  taken  for  certain 
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educational  oxponsos  whicli  (|ualify  as  trade  or  bu.-iiiess  expenses  under 
section  162.  In  addition,  individuals  may  t^enerally  exclude  from  orposs 
income  amounts  received  as  scholarships  or  fellowships  (sec.  117). 

lie  a  sons  for  change 
The  cost  of  a  collef^e  education  has  increased  dramatically  in  recent 
yeais.  The  committee  is  concerned  about  the  j^rowinof  number  of  qual- 
ified students  who  are  })reveiite(l  from  obtainin<r  a  hiijfher  education 
because  of  the  in»Mvasin^r  costs.  The  escalatinir  costs  are  making  it  in- 
creasinorly  dillicult  for  many  parents  to  provide  their  dependents  witli 
a  hiirher  education.  The  impact  of  risinf;  collepre  education  costs  has 
been  particularly  hard  on  middle-income  families.  Low-income  fam- 
ilies are  elipble  for  the  various  Government  programs  providing  di- 
rect grants,  work-study  j^rograms,  and  guaranteed  or  low-interest 
loans,  while  high-income  families  arc  generally  able  to  afford  college 
expenses.  The  committee  believes  that  tax  assistance  is  necessary  to 
help  assure  a  greater  access  to  a  higher  education. 

Explanation  of  provhio7i 

The  amendment  provides  a  nonrefundable  tax  credit  for  certain 
education  expenses  paid  by  an  individual,  for  himself,  his  spouse,  or 
his  dependents.  The  amount  of  the  credit  for  each  student  is  not  to 
exceed  $100  for  expenses  paid  in  1977  and  increases  by  $50  each  year 
until  it  reaches  a  hmit  of  $250  for  expenses  paid  in  1980  and  subse- 
quent years.  Subject  to  this  limitation,  the  credit  is  allowed  for  100 
j)ercent  of  tlie  eligible  educational  expenses.  There  is  no  comparable 
provision  in  the  House  bill. 

The  education  expenses  which  are  eligible  for  the  credit  are  the 
tuition  and  fees  required  for  the  enrollment  or  attendance  of  a  student 
at  an  eligible  educational  institution  and  the  fees,  books,  supplies, 
and  equipment  required  for  courses  of  instruction  at  an  eligible  educa- 
tional institution.  The  credit  is  not  available  for  any  amount  paid  di- 
rectly or  indirectly  for  meals,  lodging,  or  other  personal,  living,  or 
family  expenses. 

To  be  eligible  for  the  credit,  the  education  expenses  must  be  paid 
with  respect  to  an  individual  who  is,  for  at  least  4  months  during 
the  calendar  year,  a  full-time  student  above  the  secondary  level  at  an 
institution  of  higher  education  (as  described  in  the  Higher  Educa- 
tion Act  of  1965)  or  at  a  vocational  school  (as  defined  in  the  Voca- 
tional Education  Act  of  1963).  The  tax  credit  is  available  only  for 
amounts  attributable  to  instruction  for  which  course  credit  is  allowed 
toward  a  baccalaureate  degree  by  an  institution  of  higher  education  or 
toward  a  certificate  of  required  course  work  or  training  at  a  vocational 
school.  The  credit  is  not  available  for  expenses  attributable  to  gradu- 
ate work  or  for  recreational  or  noncredit  courses.  However,  the  credit 
is  available  for  individual  graduate-level  classes  taken  for  credit  to- 
ward a  baccalaureate  degree.  In  the  case  of  an  integrated  graduate/ 
undergraduate  program  (for  example,  a  program  leading  to  the 
degrees  of  B.S.  and  D.D.S.),  it  is  intended  tliat  the  Internal  Revenue 
Service  will  develop  rules  allocating  expenses  l)etween  undergraduate 
and  graduate  ])rou:rams. 

The  amount  of  educational  expenses  eligible  for  the  credit  for  an 
individual  is  to  be  reduced  by  the  amount  received  bv  that  individual 
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as  a  tax-exempt  scliolarship  or  fellowship  grant  or  under  the  GI  Bill. 
However,  unless  the  scholarship  or  benefit  reduces  tlie  amount  below 
the  maximum  amount  against  which  the  credit  is  taken,  the  amount 
of  the  credit  is  not  reduced.  In  addition,  rules  are  provided  for  the 
proration  of  the  credit  where  more  than  one  taxpayer  pays  the  educa- 
tional expenses  of  an  individual.  Further,  no  credit  is  allowed  for  the 
educational  expenses  of  the  taxpayer's  spouse  unless  the  taxpayer  and 
his  spouse  file  a  joint  return.  No  deduction  is  to  be  allowed  under 
section  162  (relating  to  trade  or  business  expenses)  for  any  educa- 
tional expense  which  is  taken  into  account  in  determining  the  credit 
under  this  provision. 

Effective  date 
This  provision  applies  to  educational  expenses  paid  aft^r  June  30, 
1977,  for  courses  of  instruction  commencing  after  June  30,  1977. 

Revenue  effect 
It  is  estimated  that  this  provision  will  decrease  budget  receipts  by 
$467  million  in  fiscal  year  1978,  $711  million  in  fiscal  year  1979,  and 
$1,103  million  in  fiscal  year  1981. 

7.  Commission  on  Value  Added  Taxation  (sec.  2307  of  the  bill) 

Present  law 
There  is  no  present  law  provision  relating  to  a  specific  study  of  the 
value-added  tax  or  other  alternative  tax  sources.  The  Code  (sec.  8022) 
does  provide  that  the  Joint  Committee  on  Internal  Revenue  Taxation 
is  to  "investigate  the  operation  and  effects  of  the  Federal  system  of 
internal  revenue  taxes." 

Reasons  for  change 

It  appears  desirable  to  the  committee  to  provide  for  a  specific  study 
of  value  added  taxation  in  order  to  determine  its  possible  impact  on  the 
Federal  revenue  system,  as  well  as  its  effect  on  savings,  consumption, 
capital  formation,  and  trade  policy  and  as  an  alternative  revenue  source 
for  social  security  financing.  There  is  an  increasing  concern  regarding 
the  future  financing  of  the  social  security  system  in  view  of  the  present 
reliance  on  payroll  taxes  because  of  the  burden  on  lower-income  work- 
ers and  on  smaller  employers  as  well.  Suggestions  have  been  made  for 
general  revenue  financing  for  part  of  the  outlays  under  the  present 
social  security  benefit  system. 

In  addition,  concern  has  been  voiced  by  some  regarding  the  impact 
of  tax  policy  on  savings  and  capital  formation.  Further,  since  the 
Western  European  (Common  Market)  countries  have  moved  to  an 
increased  reliance  on  the  value-added  tax  in  recent  years,  there  ap- 
pears to  be  a  possible  competitive  trade  problem  in  view  of  the  GATT 
alloAvance  of  rebates  of  value-added  taxes  on  exports  from  these  coun- 
tries to  the  United  States  (and  other  countries)  at  the  same  time  the 
VAT  is  imposed  on  goods  imported  from  the  United  States  (and  other 
countries). 

Explanation  of  provision 
The  committee  amendment  establishes  a  National  Commission  on 
Value  Added  Taxation.  The  Commission  is  to  study  the  effects  of  the 
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valuo-uildc'il  tax  on  (Ion ciinni^iit  linancc  in  pMioral.  aiul  a1^o  is  to 
specifically  review  its  impart  on  savin<rs,  consunii^tion,  capital  forma- 
tion, international  trade  policy,  as  well  as  consi(lerin<;  the  VAT  as  a 
l)o.-sil)le  alternative  ^ouree  of  linancin.Lr  the  social  security  system.  The 
Conniiission  is  to  issue  its  linal  rci)ori  (o  tlic  l^rcsidcnt  and  Con^a-ess 
by  December  r>l,  1077. 

The  Connnission  is  to  consist  of  '20  menibcrs.  and  the  ineinber-  are 
<<^  b.'  appointed  as  follows : 

(1)  two  Members  of  the  Senate  appointed  by  tlie  President 
pro  tempore  of  the  Senate  (witli  no  more  than  one  Member  from 
any  one  jwlitical  party)  : 

(2)  two  ^Members  ()f  tlie  House  of  Ivepresentatives  appointed 
by  the  Speaker  of  the  House  of  Kei)resentativi's  (witli  no  more 
than  one  Member  from  any  one  political  party)  ; 

(o)  the  Secretary  of  the  Treasury ; 

(4)  the  Secretary  of  Commerce; 

(5)  the  Secretary  of  Labor; 

(6)  the  Chairman  of  the  Council  of  Economic  Advisors;  and 

(7)  twelve  miMubers  a])p()inted  by  the  l^resident  (by  and  with 
the  advice  and  consent  of  the  Senate)  from  amon<i,'  individuals  of 
the  ireneral  i)ul)lic  who  are  representatix'e  of  industry,  lal)or.  aiul 
consumer  or<i^anizations,  or  other  individuals  who  are  especially 
(jualified  to  serve  on  the  Commission. 

The  ('ommission  is  to  select  its  own  Cluiirnian  and  Vice  Chairman  by 
majority  vote. 

'Jlie  amendment  authorizes  an  api^i'opriatioii  of  u[)  to  Si  million  to 
finance  the  study,  and  lirants  the  ('ommission  authority  to  hire  an 
executive  director  and  other  necessaiy'  stafl'  and  consultants  to  assist 
the  Commission  in  conductin*i*  the  study,  at  rates  not  to  e?:ceed  the 
maximum  basic  pay  authorized  by  the  General  Schedules.  This  includes 
authority  to  pay  necessary  travel-related  expenses  of  the  members  and 
staff.  Commission  members  (other  than  those  who  are  full-time  ofiicers 
or  employees  of  the  V.S.  Government)  are  to  receive  compensation 
at  the  daily  rate  in  eflect  for  <>'rade  GS-18  during-  the  time  they  arc 
enpiired  in  porformini:-  duties  of  the  Commission. 

Further,  the  Commission  may  secure  directly  from  any  Federal  de- 
partment or  agency  the  information  and  assistance  necessary  to  carrv 
out  its  duties;  such  departments  and  agencies  are  authorized  and 
directed  to  furnish  information  and  assistance  to  the  Commission  to 
the  extent  permitted  by  law  and  within  the  limits  of  available  funds. 
In  addition,  all  meetings,  hearings,  conferences,  or  other  proceedings 
of  the  Commission  are  to  be  open  to  the  public,  unless  the  members 
vote  otherwise.  Such  a  vote  can  be  taken  only  at  a  meeting  open  to  the 
j)ublic.  Finally,  the  Commission  is  to  cease  to  exist  180  days  after 
submission  of  its  Ihial  report  to  Congress. 

The  House  bill  contains  no  comparable  provision. 

/effective  date 
This  provision  is  effective  on  the  date  of  enactment.  The  appoint- 
ments to  the  Commission  are  to  be  made  within  liiO  days  after  date  of 
enactment,  and  the  Commission's  final  report  to  the  President  and 
Congress  is  due  by  December  ;U,  1077. 
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Revenue  effect 
Tliis  provision  has  no  effect  on  Fedeial  revenues,  but  involves  an 
expenditure  of  P'edenil  funds  of  up  to  $1  million. 

8.  Interest  on  Certain  Governmental  Obligations  for  Hospital  Con- 
struction (sec.  2308  of  the  bill  and  sec.  103  of  the  Code) 

Present  law 

In  general,  industrial  development  bonds  are  not  eligible  for  exemp- 
tion from  the  Federal  income  tax  on  interest  income.  The  term  indus- 
trial development  bond  includes  obligations  from  which  all  or  a  major 
portion  of  the  proceeds  are  used  in  a  trade  or  business  by  a  person 
other  tlian  an  exempt  person.  An  ''exempt  person-'  is  defined  as  a  gov- 
ernmental unit  or  an  organization  described  in  section  501(c)  (o)  and 
exempt  from  tax  under  section  501(a),  except  for  unrelated  trade  or 
business  activity. 

Exceptions  have  been  made  for  such  issues  to  finance  certain  facil- 
ities which  possess  elements  of  a  public  character  and  the  develop- 
ment costs  of  industrial  parks.  In  addition,  an  exemption  also  is  pro- 
vided for  certain  small  issues  which  do  not  exceed  S5  million.  The 
exempt  activities  of  a  public  cliaracter  include  providing  residential 
real  property  for  families,  sports  facilities,  convention  or  trade  show 
facilities,  certain  freight  and  passenger  transportation  facilities,  pol- 
lution control  or  waste  disposal  facilities,  and  certain  local  public 
utility  facilities. 

Public  hospitals  operated  by  governmental  units  may  be  financed 
with  tax-exenijU  bonds,  but  ])rivate  hospitals  are  not  eligible  for 
financing  with  industrial  development  bonds  except  under  the  small 
issues  exemption. 

Reasons  for  change 

The  costs  of  constructing  and  equipping  hospitals  have  escalated 
so  rapidly  in  the  past  several  years  that  it  is  not  possible  to  construct 
a  moderate-sized  private  hospital  within  the  $5  million  limitation. 
This  is  a  matter  of  importance  in  many  rural  areas  Avhere  public  hos- 
pitals have  not  been  built. 

The  committee  decided  that  it  would  be  appropriate  to  increase 
the  small  issues  limitation  as  it  applies  to  private  hospitals,  so  long 
as  the  appropriate  State  government  health  agency  certifies  that  con- 
struction of  the  hospital  is  necessary.  This  would  assure  that  tax- 
exempt  bonds  are  issued  only  where  other  local  hospital  facilities  are 
inadequate  or  lacking. 

Explanation  of  provision 
The  amendment  adds  a  special  exception  from  the  $5  million  limit 
for  small  issues  wdiich  will  permit  issues  up  to  $20  million  for  a  pri- 
vate hospital  which  is  certified  as  necessary  by  the  appropriate  State 
health  agency.  There  is  no  corresponding  provision  in  the  House  bill. 

Effective  date 
The  amendment  is  effective  for  obligations  issued  in  taxable  years 
beginning  after  December  31, 197G. 
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Revenue  effect 
It  is  estinmtod  that  this  provision  will  decrease  l)ii(l*ret  receipts  by 
$1  million  in  liscal  year  1977,  $3  million  in  fiscal  year  1978,  and  $14 
million  in  fiscal  year  1981. 

9.  Group  I^jral  Services  Plans  (sec.  2:]09  of  the  bill  and  sees.  120 
and  501(c)(20)   of  the   Code) 

Present  law 

Prepaid  f^roiip  lef^al  sen'ices  plans  are  a  recent,  innovative  means  of 
j)rovi(lin<r  lo^al  serv'ices.  Because  of  the  relative  novelty  of  these  fringe 
oenefit  plans  and  tlic  variety  of  their  design,  the  tax  treatment  of  the 
employer  contributions  on  behalf  of  the  employee  and  of  the  benefits 
iTceivod  by  the  employee  under  such  plans  has  not  3'et  been  clearly 
established. 

However,  depending  on  the  structure  of  the  plan,  it  appears  that 
the  employee  will  be  required  to  include  in  his  income  either  (1)  his 
share  of  the  amounts  contributed  by  his  employer  to  the  group  legal 
services  plan  or  (2)  the  value  of  legal  services  or  reimbursement  of 
t'Xp(Mi.-c's  for  legal  services  leceived  under  tlie  em})l()yer-fun(le(l  plan, 
or  both.  (If  plans  are  funded  with  contributions  which  are  partially 
taxable  and  partially  tax-free  to  the  employee,  the  employee  may  be 
required  to  include  any  benefits  in  income  to  the  extent  the  contribu- 
tions for  the  plan  constitute  amounts  not  previously  included  in  the 
employee's  income.) 

Amounts  contributed  by  the  employer  for  an  employee  to  a  group 
legal  services  plan  or  the  value  of  services  or  reimbursements  if  pro- 
vided directly  by  the  employer  to  the  employee  under  a  plan  are  de- 
ductible by  the  employer  as  ordinary  and  necessary  business  expenses, 
if  they  meet  the  usual  standards  for  trade  or  business  deductions. 

Reasons  for  change 

The  committee  believes  that  it  is  appropriate  to  provide  a  tax  incen- 
tive to  promote  prepaid  legal  services  plans.  Within  the  last  3  years, 
the  American  Bar  Association  and  many  State  bar  associations  have 
endorsed  the  creation  of  this  type  of  arran<rement  as  a  means  of  mak- 
ing legal  services  more  generally  available.  Several  unions  have  al- 
al ready  established  prepaid  group  legal  services  plans  which  are  sup- 
ported entirely  or  in  part  by  employer  contributions. 

The  committee  believes  that  excluding  such  employer  contributions 
from  the  employees'  income  will  promote  interest  in  such  plans  and 
increase  the  access  to  legal  services  for  many  taxpayers  by  encourag- 
ing employers  to  offer  and  employees  to  seek  such  plans  as  a  fringe 
benefit. 

The  committee  believes  a  tax  incentive,  which  would  increase  the 
availability  of  legal  services,  is  especially  helpful  to  middle-income 
taxpayers  who  at  present  may  be  the  most  under-represented  economic 
group  in  terms  of  legal  services.  Lower-income  persons  have  access  to 
])ublicly-supported  legal  aid  services,  while  taxpayers  with  higher 
incomes  can  generally  afford  their  own  legal  expenses. 

The  comiiilttee  believes  that  providing  favorable  tax  treatment  for 
group  prepaid  legal  services  plans  (which  has  some  similarity  to  the 
tax  treatment  2)rovided  for  accident  and  health  plans)  will  gnint  tax- 
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payers  some  relief  from  (lie  high  cost  of  legal  fees  and  ^vill  promote  the 
adoption  and  implementation  of  such  plans  by  many  employers  and 
employees. 

In  order  to  insure  that  the  tax  law  encourages  only  those  plans 
which  may  be  considered  nondiscriminatory  employee  fringe  benefits, 
the  committee  believes  it  necessary  to  ado])t  rules  which  will  pro- 
hibit discrimination  and  minimize  the  possibility  of  abuse  of  the  tax 
incentive  by  those  taxpayers  who  might  create  such  plans  to  channel 
otherwise  taxable  compensation  through  a  plan  providing  a  tax-free 
fringe  benefit. 

Explanation  of  'provision 

The  committee  amendment  excludes  from  an  employee's  income 
amounts  contributed  by  an  employer  to  a  qualified  group  legal  services 
plan  for  employees  (or  their  spouses  or  dependents)  as  well  as  any 
services  received  by  an  employee  or  any  amounts  paid  to  an  employee 
under  such  a  plan  as  reimbursement  for  legal  services  for  the  em- 
ployee, his  spouse,  or  his  dependents.  The  exclusion  does  not  apply  to 
direct  reimbursements  made  by  the  employer  to  the  employee.  There 
is  no  corresponding  provision  in  the  House  bill. 

In  order  to  be  a  qualified  plan  under  which  employees  are  entitled 
to  the  tax-free  benefits  provided  by  the  amendment,  a  group  legal 
services  plan  must  fulfill  several  requirements  with  regard  to  its  pro- 
visions, the  employer,  and  the  covered  employees.  These  requirements 
are  designed  to  insure  that  the  tax-free  fringe  benefits  are  provided 
on  a  nondiscriminatory  basis  and  that  the  possibility  of  tax  abuse 
through  the  misuse  of  such  plans  is  minimized. 

A  qualified  group  legal  services  plan  must  be  a  separate  written  plan 
of  an  employer  for  the  exclusive  benefit  of  his  employees  or  their 
spouses  or  dependents.  The  plan  must  supply  the  employees,  their 
spouses,  and  dependents  with  specified  benefits  consisting  of  personal 
(i.e.,  nonbusiness)  legal  services  through  prepayment  of,  or  provision 
in  advance  for,  all  or  part  of  an  employee's,  his  spouse's,  or  his  depend- 
ents' legal  fees.  Benefits  must  be  set  forth  so  that  the  employees  under- 
stand what  legal  services  are  covered  by  the  plan. 

The  amendment  also  provides  that  amounts  contributed  by  em- 
ployers under  a  plan  may  be  paid  only  (1)  to  insurance  companies, 

(2)  to  trusts  (exempt  under  new  sec.  501  (c)  (20),  described  below), 

(3)  as  prepayments  to  providers  of  legal  services  under  the  plan,  or 

(4)  to  a  combination  of  the  three  permissible  types  of  payment 
arrangements. 

In  order  to  be  a  qualified  plan,  a  group  legal  services  plan  must 
also  meet  requirements  with  respect  to  nondiscrimination  in  contri- 
butions or  benefits  and  in  eligibility  for  enrollment. 

The  committee  amendment  requires  that  the  contributions  paid  bj 
an  employer  and  the  benefits  provided  under  a  plan  may  not  discrimi- 
nate in  favor  of  employees  who  are  ofiicers,  shareholders,  self-employed 
individuals,  or  highly-compensated.  The  plan  must  benefit  employees 
who  qualify  under  a  classification  which  the  employer  sets  up  and 
which  the  Service  determines  does  not  discrin-iinate  in  favor  of  em- 
ployees who  are  officers,  shareholders,  self-employed  individuals,  or 
highly-compensated.  However,  in  determining  whether  the  classifica- 
tion is  discriminatory  the  employer  may  exclude  from  the  calculations 
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tIi()>o  oni|)l<»yoos  \\\\o  arc  ineTiil)ors  of  a  collect ivo  l)ar<raiiiin<2:  unit  if 
tliei-c  is  ovi(Jp?irc  tliat  ^rroup  U'«ral  sorvicos  plan  benefits  were  the  sub- 
j(M-t  of  iZiunl  faith  bai<:ainin<r  l)et\veen  representatives  of  tliat  proup 
and  the  enjplovcr. 

A  limit  is  jJlaced  on  the  ])roporti(>n  of  tlie  amounts  contributed 
under  the  plan  which  can  be  for  em])lovees  wlio  own  more  than  r>  ]wv- 
cent  of  the  stock  or  of  the  ca]utal  or  profits  interest  in  the  em]doyer 
(V)rporation  or  unincorporated  trade  or  business.  The  anfirregate  of 
the  contributions  for  those  employees  ami  their  spouses  and  depcnd- 
iMits  nnist  not  be  more  than  2.")  ])ercent  of  the  total  contributions. 

ruder  the  amendment,  in  order  to  be  treated  as  a  qualified  irroup 
lc;^r;il  services  plan,  the  plan  nuist  notify  the  Internal  Tvevenue  Serv- 
ice that  it  is  ai)j)lyin<]:  for  recop;nitiou  of  this  qualified  status.  Tf  the 
]dan  fails  to  notiiPy  the  Service  by  the  time  prescribed  in  Treasury 
rei^ulations,  then  the  plan  cannot  be  regarded  as  a  qualified  plan  for 
any  T>oriod  before  it  in  fact  gnvo  notice." For  example,  if  the  Treasury 
rerrulations  provide  that  a  plan  is  required  to  notify  the  Service 
before  the  end  of  the  first  plan  year  in  order  to  be  treated  as  a  qualified 
])lan  from  the  iH^irinniufr  of  the  first  plan  year,  and  the  or^ranization 
does  not  file  its  notice  until  half-way  throuixh  the  second  plan  year, 
then  (1)  the  or^ranization  is  not  qualified  for  its  first  plan  year,  and 
(2)  the  ortranization  is  not  qualified  for  that  part  of  the  second  plan 
year  precedins:  the  date  on  which  the  notice  finally  was  filed.  How- 
ever, if  the  nr>ti--e  was  filed  on  the  last  day  of  the  first  plan  year,  then 
tlie  orcfanization  would  be  qualified  from  the  first  day  of  that  first 
])lan  year/ 

Furthermore,  several  additional  special  rules  and  definitions  are 
to  apply  to  qualified  trroup  legal  services  plans. 

An  individual  who  is  an  employee  within  the  meaning  of  section 
401(c)  (1)  of  the  Code  is,  for  purposes  of  these  group  lesfal  services 
provisions,  an  ''employee"  and  also  is  a  "self-em])loyed  individual". 
This  means  that,  in  general,  the  term  "self-e!)iployed  individual" 
means,  and  the  term  ''employee"  includes,  individuals  who  liaA'e  earned 
income  for  a  taxable  year,  as  well  as  iiulividnals  wlio  would  have 
cai-ned  income  excei)t  that  their  trades  or  businesses  did  not  have  net 
profits  for  a  taxable  year. 

An  individual  who  owns  the  entire  interest  in  an  unincorporated 
trade  or  l)usiness  is  treated  as  his  own  employer.  A  partnership  is 
considered  the  employer  of  each  ]-)artner  who  is  an  employee  of  the 
partnership.  Fnder  a  special  rule  for  the  allocation  of  contributions, 
tlie  Treasury  Department's  regulations  must  ])rovide  that  allocations 
of  amounts  contributed  under  the  plan  shall  take  into  account  the 
expected  relative  utilization  of  benefits  to  be  provided  under  the  plan 
from  those  contributions  or  plan  assets  and  the  manner  in  which  any 
]">remium  charge  (or  retainer  or  other  price)  for  the  plan  was 
d(neloi)e(l. 

The  term  ''dependent"  has  th.c  meaning  given  to  it  under  section 
ITcJ.  Therefore,  the  ])lan  may  cover  an  individual  whose  relationship 
to  the  employee  i:^  listed  in  section  152.  if  the  emjdoycc  provides  over 


'•  Rpropnizlne  thnt  pvistine  plans  are  to  bo  covorod  hy  tliis  provision  and  tliat  thorp 
may  he  a  delay  in  the  final  publication  of  these  notification  ro;;ulatlons,  theamondmont 
also  i)rovldes  that  this  Initial  notice  is  to  be  cnnsldorod  timely  If  it  s  jrivon  at  any  time 
thronjrh  the  OOtli  day  after  the  publication  of  the  first  final  Treasury  Regulations  on  this 
point. 
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lialf  of  the  support  for  tliat  individual  for  the  calendar  year  in  wliich 
the  employee's  taxable  y(}nv  begins.  Since  the  plan  nuist  be  for  the 
exclusive  benefit  of  employees  and  their  spouses  and  dependents,  tlie 
plaii  is  not  to  cover  any  other  persons. 

For  determining  stock  ownership  in  corporation?,  the  amendment 
adopts  tlie  attribution  rules  provided  under  subsections  (d)  and  (e) 
of  section  1503  (without  regard  to  sec.  15()3(e)  (3)  ((') ).  The  Treas- 
ury Department  is  to  issue  regulations  for  determining  ownership 
interests  in  unincorporated  trades  or  businesses,  such  as  partnershi})s 
or  proprietorships,  following  the  principles  governing  the  attribution 
of  stock  ownership. 

The  amendment  also  provides  that  a  trust  created  or  organized  in 
the  United  States,  whose  exclusive  function  is  to  form  part  of  a  quali- 
fied group  legal  services  plan  under  section  120,  is  to  be  exempt  from 
income  tax  (new  sec.  r)()l(c)  (20) ).  Such  a  trust  shall  be  subject  to 
the  rules  governing  organizations  exempt  under  section  501(c).  in-: 
eluding  the  taxation  of  any  unrelated  business  income. 

Effective  date 

This  provision  applies  to  taxable  years  beginning  after  December  31, 
1973. 

The  time  within  which  a  plan  must  apply  to  the  Service  for  recog- 
nition of  its  status  as  a  (jualiiied  group  legal  services  plan  under  the 
notice  requirement  of  this  amendment  is  not  to  expire  before  the  90th 
day  after  the  Treasury  Department's  regulations  on  this  point  first 
become  final. 

A  written  group  legal  services  plan  that  was  in  existence  on  Janu- 
ary 1,  1976,  is  to  be  treated  as  meeting  the  requirements  for  a  qualified 
plan  for  the  retroactive  period  under  this  amendment  and  also  up  to 
the  ISOth  day  after  the  bill's  enactment.  If.  on  January  1,  1976,  the 
plan  was  maintained  under  a  collective  bargaining  agreement,  then  the 
plan  is  to  continue  to  be  treated  as  qualifying  under  this  amendment 
past  the  180th  day  after  enactment,  until  the  termination  of  the  last 
collective  bargaining  agreement  under  which  the  plan  is  maintained, 
but.  in  no  event  past  December  31,  1981.  After  the  termination  of  the 
agreement  (or  on  the  180th  day  after  enactment,  or  on  January  1, 
1982,  whichever  applies  in  the  particular  case)  the  plan  must  coniply 
with  the  antidiscrimination,  etc.,  requirements  set  forth  in  this  i)ro- 
vision  (new  sec.  120)  in  order  for  the  tax  benefits  provided  by  this 
auiendment  to  apply. 

Revenue  estimate 
It  is  estimated  that  this  provision  will  decrease  budget  receipts  by 
$5  million  for  fiscal  year  1977.  $8  million  for  fiscal  year  1978,  and  $33 
million  for  fiscal  year  1981   (and  this  revenue  loss  will  continue  to 
increase  significantly  thereafter) . 

10.  Exchange  Funds  (sec.  2310  of  the  bill  and  sections  368,  721, 
584  and  683  of  the  Code) 

Present  law 
An  exchange  fund  is  an  investment  entity  througli  wliich  large 
numbers  of  investors  pool  stocks  or  debt  securities  wiiicli  usually  are 
highly  appreciated  in  exchange  for  shares  of  the  fund.  These  arrange- 
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nu'iits  allow  invostoi-s  to  diversify  tlieir  coiicent rated  ownership  of 
one  or  a  few  securities  into  a  broader  variety  of  other  stocks  and 
securities  (usually  publicly-traded  interests  in  listed  conii)anics) 
without  payinji;  taxes  on  the  appreciation  they  have,  in  elfect,  realized 
at  the  time*  the  di  lie  rent  stock  interests  arc  exchanged  for  each  other. 

Present  law  does  not  permit  tax-free  formation  of  an  exchange  fund 
as  a  corporation  where  the  result  is  a  diversification  of  tlie  investor's 
portfolio.  This  i-estriction  was  added  in  V,KS  after  a  period  in  the 
early  llHlO's  when  investment  management  lirms  publicly  solicited 
individuals  owning  highly  ap})reciated  stocks  or  securities  to  pool 
their  slocks  tax-free  in  a  newly  formed  corporation  which  would  then 
manage  the  (M)mbined  portfolio. 

The  r.)()(')  legislation  dealt  only  with  swap  funds  in  corporate  form 
and  did  not  deal  with  partnerships  because  at  that  time  such  funds 
could  not  operate  in  partnership  form.  Recently,  how^ever,  a  number  of 
public  svndications  have  been  organized  to  sell  exchange  funds  as 
jKirtiiership  interests.  In  April,  1975,  the  Internal  Revenue  Sei-vice 
granted  a  private  ruling  to  one  fund  which  proposed  to  operate  as  a 
limited  partnership,  allowing  investors  to  transfer  appreciated  stocks 
or  securities  to  the  fund  without  a  current  tax  to  the  investor-limited 
partiiei-s.  This  ruling  prompted  the  formation  of  other  similar  part- 
nerships, including  some  which  proposed  to  offer  interests  to  investors 
privately  (rather  than  by  broad  public  solicitation).  Several  of  these 
funds  prcsenth'  have  ruling  requests  pending  with  the  Service. 

licaj^ons  for  change 

Although  the  House  bill  (H.R.  10612)  does  not  include  any  corre- 
si)()n(ling  provision,  the  House,  on  May  3,  1976,  passed  H.R.  11920 
which  deals  Avith  the  tax  treatment  of  partnership  exchange  funds 
and  mergers  of  certain  investment  companies  (generally  mergers  of 
})ersonal  holding  companies  with  mutual  funds),  where  a  taxpayer's 
l)rinci})al  interest  is  to  diversify  his  investments  without  current  pay- 
ment of  any  tax.  In  general,  the  House  bill  conforms  the  partnership 
tax  rules  to  those  for  corporations  in  the  case  of  exchange  funds  and,  as 
a  result,  makes  taxable  the  transfer  of  apj^reciated  vStocks  or  securities 
(as  well  as  other  property)  to  a  partnership  if,  as  a  result,  the  trans- 
ferors' investment  interests  are  diversified. 

The  committee  reviewed  the  House-passed  bill  and  believes  that  the 
tax-free  diversification  of  stock  investments  should  not  be  permitted 
through  the  use  of  the  partnei-ship  form  when  the  same  result  cannot 
be  achieved  under  present  law  through  a  corporation  or  a  direct  ex- 
change of  portfolio  stocks  for  other  similar  stocks.  It  appears  to  the 
committee  that  the  principal  purpose  in  the  use  of  an  exchange  fund 
by  depositors  is  to  diversify  their  poi-tfolios  of  highly  appreciated 
stocks  or  securities  without  current  payment  of  any  tax.  If  a  taxpayer 
liquidated  his  appreciated  portfolio  and  invested  the  proceeds  in  a 
mutual  fund  or  other  diversified  portfolio,  however,  a  capital  gains 
tax  would  be  imposed  on  the  gains  in  his  own  stocks.  Even  after  join- 
ing an  exchange  fund,  the  investors  do  not  want  the  managers  to  sell 
off  either  their  own  or  other  stocks  so  as  to  trigger  a  large  capital  gain 
tax  at  an  earlier  time  than  would  have  occiii-red  had  tlie  investors 
retained  their  own  shares.  This  conclusion  seems  justified  by  the  im- 
poitancc  in  a  swap  fuiul  of  a  satisfactoiy  selection  and  rejection  of 
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stocks  by  the  managers  and  investors  l^eforc  tlie  fund  begins  operating. 
The  funds  themselves  advertise  that  they  will  have  a  low  or  minimal 
portfolio  turnover  rate. 

This  type  of  arrangement  differs  from  a  conventional  partnei-ship  or 
corporation  in  whicli  the  owners  of  different  assets  can  pool  them  tax- 
free  in  order  to  share  the  risks  of  conducting  an  ongoing  business.  In 
substance,  a  swap  fund  does  not  conduct  an  ordinary  investment  busi- 
ness; instead,  it  ''provides  an  investment  medium  consisting  of  a  diver- 
sified and  supervised  portfolio  of  equity  securities  to  investors  holding 
blocks  of  individual  equity  securities  with  large  unrealized  apprecia- 
tion, *  *  *."  ^  If  this  type  of  fund  can  be  formed  tax-free,  it  becomes  a 
vehicle  geared  mainly  to  diversifying  its  owners'  portfolios  while  keep- 
ing untaxed  the  appreciation  in  their  original  stocks.  In  effect,  each 
investor  tends  to  be  interested  chiefly  in  his  own  tax  needs  and  in  using 
the  fund  as  his  agent  for  deciding  when  he  will  receive  direct  pay- 
ment for  the  gain  in  the  stocks  which  he  originally  pooled  with  other 
investors. 

As  a  result  of  these  factors  the  committee  l^elieves  it  is  appro- 
priate to  view  the  original  exchange  of  appreciated  stocks  for  shares 
of  a  swap  fund  as  a  taxable  sale  or  exchange  with  other  investors 
made  through  the  fund.  Thus,  the  committee's  amendment  is  essentially 
the  same  as  the  provisions  of  H.R.  11920,  with  certain  modifications  as 
described  below. 

Explanation  of  provision 

Partnership  exchange  fmids 

The  committee  amendment  changes  the  rule  in  present  law  relating 
to  nonrecognition  of  gain  or  loss  on  a  contribution  of  property  to  a 
partnership  in  exchange  for  an  interest  in  the  partnership  (sec.  721) 
by  making  an  exception  where  a  partner  transfers  property  to  a 
partnership  which  is  an  "invCvStment  company."  If  the  partnership  is 
an  investment  company  after  the  exchange,  the  contributing  partner 
must  recognize  gain  (if  any)  which  he  realizes  on  the  exchange.-  The 
committee  amendment  thus  requires  the  current  taxation  of  gains 
realized  by  investors  who  transfer  appreciated  stocks  or  securities  (or 
other  property)  to  an  exchange  fund  operated  as  a  partnership. 

The  committee  amendment  does  not  change  present  law  with  regard 
to  losses,  so  that  a  loss  realized  on  a  contribution  of  stock  or  securities 
(or  other  property)  to  a  partnership  cannot  be  recognized  at  that  time. 

A  partnership  will  be  treated  as  an  "investment  compan}^,"  for  pur- 
poses of  this  provision,  if  it  satisfies  the  definition  of  an  investment 
company  under  the  present  rules  relating  to  corporate  exchange  funds 
(sec.  351).  The  latter  rules  are  set  forth  in  detail  in  the  regulations 
under  section  351.  Under  these  regulations,  a  partnership  will  be 
treated  as  an  investment  company  if,  after  the  exchange,  over  80  per- 
cent of  the  value  of  its  assets  (excluding  cash  and  nonconvertible  debt 
obligations)  are  held  for  investment  and  are  readih'  marketable  stocks 
or  securities  (or  interests  in  regulated  investment  companies  or  real 
estate  investment  trusts).  The  determination  of  whether  a  partnership 

1  Prospectus  of  Vance  Sanders  Exchange  Fund  (January  5,  1976),  p.  1. 

^  Consistent  witli  this  rule,  a  partner's  basis  for  his  partn^^rship  interest  (under  sec. 
722)  is  to  be  increased  by  the  amount  of  gain  recognized  on  his  transfer  of  propert.y  to 
the  partnership.  Tbe  partnership's  basis  in  the  i)r(iperty  contributed  to  it  (sec.  72:i)  is 
also  to  be  increased  by  the  amount  of  gain  wliich  tlie  contributiiig  partner  must  recognize. 
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i>  ai\  iiivi'stnuMit  roinpanv  niulrr  tliis  test  Avill  ordinarily  l)o  made  ini- 
inodiatt^ly  after  the  transfers  of  property  under  the  same  phin  or  as 
i>art  of  the  same  transaction.  i     •    i    ^i      ^ 

In  addition,  for  nonrecofrnition  treatment  to  be  denied  the  trans- 
fei-s  of  property  to  the  paHnership  nnist  he  found  to  result,  direetly 
or  indireetlv.  in  diversitication  of  the  transferors'  interests."^  rho 
amount  and'  chararter  of  the  irain  Avhich  a  partner  nmst  i-ecoofnize 
under  the  bill  are  to  W  determined  under  the  applicable  provisions  of 
present  law/ 

These  rules  are  to  apply  both  to  limited  partnorsliips  and  general 
partnei-ships.  reirardless  \vhether  the  paitnership  is  privately  ftnined 
or  publicly  svmlirated.  Thev  also  require  reco.i:nition  of  o:ain  by  a 
IxM-son  Avho  transfers  nonpublicly-traded  stocks  or  securities  to  a  part- 
nership which,  after  the  transfer,  meets  the  tests  of  an  investment 
company.  .  .        . 

As  mider  the  corporate  rule,  the  property  on  which  iram  will  be  rec- 
o^rnized  is  not  limited  to  appreciated  stocks  or  securities,  but  includes 
oUier  types  of  property  (such  as  real  estate  or  other  assets)  if  the 
partnership  which  receives  the  property  is  an  in\estment  company 
after  the  exchanp:e. 

Under  the  amendment,  and  except  as  provided  below,  a  partnership 
may  still  be  an  investment  company  despite  the  existence  of  a  special 
allocation  among  the  partners  as  to  income,  gain.  loss,  or  deduction 
items  (sec.  704).  In  some  situations,  however,  it  might  be  proper  to 
find  that  no  diversiiication  has  occurred  if  the  partnership  agreement 
allocates  income  and  gains  (or  losses)  from  specific  property  to  the 
contributing  partner  and  retpiires  that  a  withdrawing  partner  be  re- 
turned the  property  which  he  contributed  originally.^ 

The  amendment  will  not  affect  the  tax  treatment  of  an  investment 
j)artnership  as  a  partnership  for  tax  purposes;  that  is,  whether  it  will 
be  taxable  as  a  partnership  or  as  a  corporate-type  entity.  That  classifi- 
cation question  will  continue  to  be  determined  under  section  7701  of 
the  Code.  An  exchange  fund  which  is  held  to  be  taxable  as  a  partner- 
ship will,  however,  be  subject  to  the  restriction  imposed  by  this  bill 
under  section  7'21  (namely,  that  transfers  of  appreciated  ])roperty  to 
the  fund  will  require  recognition  of  gain  if  the  partnership  is  other- 
wise an  ''investment  company''). 

FamUy  partnerships. — The  committee  has  added  an  exception  to 
the  partnership  rules  of  H.R.  119:20.  as  passed  by  the  House,  for  cer- 
tain family  partnerships.  Where  stocks  (or  other  propei-ty)  are  pooled 
within  a  single  family  group,  tlie  basic  jDroblems  against  which  the 


•■»  Since  nonrecopnition  under  section  721  of  present  law  does  not  require  that  tlie  trans- 
feror (either  alone  or  as  part  of  a  jrroup  of  transferors)  control  the  partnership  ini- 
metllately  after  the  exchange,  gain  on  appreciated  property  will  be  taxable  whether 
tlie  property  Is  transferred  to  a  partnership  already  in  operation  or  one  which  is  newly 
fnrmefl. 

♦  The  oommittee  does  not  intend  this  amendment  to  chanfre  existing  rules  which  permit 
the  Servire  in  nthf-r  situations  (apart  from  tho»^e  where  the  partnership  operates  as  an 
Invf'stnient  company >  to  treat  relate<l  contributions  and  distributions  by  a  partnership 
liavlng  two  or  more  partners  as  a  direct  taxable  exchange  among  the  partners  (regaiati<njs 
i  ].7.':i-l(c)(.T)). 

'The  committee  believes  that  the  Treasury  shotild  provide  by  regulation  (under  its 
hronil  atithority  under  section  Tr.lta))  that  the  members  of  a  partnersliip  wliich  would 
be  treated  as  an  investmmr  company  are  not  eligible  to  make  the  election  undor  section 
7('il(a)  n<it  to  be  coverneil  by  the  partnership  tax  rules.  Where  a  partnership  womUI  not 
be  tn-ated  as  an  Investment  company  under  the  bill,  liowever,  because  the  transfers  do 
not  result  in  diversifying  the  transferors'  interests,  the  partners  should  be  entitled  to 
mak<*  the  eb'cti(m  under  section  TGI  (a)  to  the  extent  the  election  would  otherwise  be 
available. 
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partnership  rules  in  the  provision  are  directed  give  less  reason  for 
concern.  The  committee  has  accordingly  provided  that  property  can 
continue  to  be  transferred  to  a  partnership  tax  free  (in  exchange  for 
an  interest  in  the  partnership)  if  certain  requirements  are  met.  First, 
the  partnership  must  be  a  general  partnership  (rather  than  a  limited 
partnership).  Second,  over  95  percent  of  the  total  interest  in  partner- 
ship profits  and  capital  must  be  owned  at  all  times  by  members  of  tlie 
same  family.^  Third,  the  partnership  agreement  must  expressly  allo- 
cate part  of  the  gain  recognized  on  a  sale  of  stocks  (or  other  property) 
by  the  partnership  to  the  partner  who  contributed  such  stocks  or  (jther 
property  to  the  partnership.  The  portion  of  any  such  gain  wJiich 
must  be  allocated  under  this  rule  is  the  appreciation  in  value  of  the 
stocks  or  other  property  which  existed  at  the  date  on  which  tliat  prop- 
erty vras  hrst  contributed  to  the  partnership.  Tlius,  under  this  rule  a 
family  group  ma}^  share  the  income  from  a  pool  of  stocks  so  long  as 
each  contributing  partner  in  effect  bears  the  tax  on  the  built-in  gain 
which  existed  at  the  time  he  contributed  that  property  to  the  portfolio. 

Effective  date. — The  amendments  for  partnership  exchange  funds 
apply  generally  to  transfers  made  to  a  partnership  after  February  17, 
1976.  This  general  rule  applies  where  the  final  binding  exchange  of 
deposited  securities  for  interests  in  the  fund  is  consummated  after 
February  17.  1976,  and  the  partnership  becomes  the  owner  of  the 
deposited  stocks  and  securities.  Except  as  indicated  below,  this  general 
rule  applies  in  a  situation  where  stocks  or  securities  were  deposited 
with  a  depository  bank  on  or  before  February  17,  1976,  but  where  the 
actual  exchange  with  the  fund  occurs  after  that  date. 

'^Grandfather''  ruJcs. — The  committee  was  informed  that  several 
])artnership  exchange  funds  were  in  various  stages  of  being  organized 
or  completed  when  II.R.  11920  was  introduced  in  the  House.  One 
fund,  the  Vance  Sanders  Exchange  Fund,  had  already  obtained  a  pri- 
vate ruling  from  the  Internal  Ixevenue  Service  approving  formation 
of  the  partnership  as  an  exchange  fund.  By  February  17.  1976  (wlien 
H.R.  11920  was  introduced),  other  })ai'tnerships  had  taken  substantial 
ste])s  toward  establishing  an  exchange  fund  by  applying  for  a  tax 
ruling,  registering  their  proposed  offering  with  the  Securities  and 
Exchange  Comniission.  lining  u])  brokers  and  dealer-managers,  and 
soliciting  expressions  of  interest  from  potential  depositors. 

The  House  bill  added  "grandfather''  rules  for  these  funds,  under 
which  the  general  effective  date  would  not  apply  to  completed  trans- 
fers of  property  to  a  partnership  after  February  17, 1976.  if  two  condi- 
tions are  satisfied.  First,  the  partnership  must  have  filed  for  (or  re- 
ceived) a  pi'ivate  ruling  from  the  Internal  Revenue  Service  on  or 
before  February  17.  1976,  relating  to  its  character  as  an  exchange 
fund."  Second,  the  partnership  must  have  filed  a  registration  state- 


•  For  this  purpose,  a  family  includes  an  individual  jroneral  partner  and  other  general 
partners  who  are  parents,  grandparents,  brothers,  or  sisters  of  that  individual,  or  lineal 
descendants,  a  spouse,  or  an  estate  of  any  member  of  that  group.  In  determining  family 
members,  any  individual  partner  may  be  selected  and  the  family  members  may  ilien  be 
determined  by  reference  to  that  individual.  If  sufficient  relationships  exist  with  respect 
to  any  one  partner,  the  family  ownership  requirement  has  been  satisfied  even  th(Uigh  those 
relationships  do  not  exist  witli  respect  to  any  orhcr  partner. 

■^  A  ruling  from  the  Service  received  before  February  17.  lOTfi.  relating  to  the  basic 
elassification  of  a  partnership  under  section  7701  of  the  C()de  is  not  sufficient.  To  qualify, 
the  ruling  must  have  been  based  on  the  partnership's  plan  to  operate  as  an  investment 
company  (within  the  meaning  of  that  term  in  this  bill's  partnership  provisi«>ns)  and  the 
ruling  must  have  held  that  uonrecognition  treatment  can  be  obtained  under  section  7:21  of 
present  law. 
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mcnt  (if  required  l>v  the  securities  laws  to  do  so)  with  tlie  Securities 
and  Kxclianire  Conunissiou  on  or  before  February  IT,  1970.  This  sec- 
ond reijuirenient  wouhl  not  apply  in  tlie  case  of  partnerships  which 
plan  to  make  a  private  olTerin«r  within  the  meaninor  of  the  securities 
laws  or  which  otherwise  are  not  required  to  file  a  re  <2:i  strati  on  state- 
ment with  the  SEC. 

The  committee  has  been  informed  that  several  other  exchange  funds 
liad  also  taken  siijnificant  steps  toward  bein<2:  formed  before  the  Febru- 
ary 17  date  contained  in  the  House  bill,  but,  at  that  time,  had  not  filed 
a  tax  rulinpr  request  or  a  re<ristration  statement  with  the  Securities  and 
Exclmn<;e  Commission.  The  committee  was  informed  that  the  reason 
was  tliat  there  was  a  ^jreat  deal  of  uncertaint}^  over  the  status  of  the 
law,  and  informal  contacts  with  Internal  Revenue  Service  personnel 
indicated  that  the  rulinofs  would  not  be  acted  on  until  the  Service's 
position  in  this  area  was  clarified.  As  a  result,  these  funds  did  not  file 
their  rulinir  requests  or  reixistration  statements  by  February  17,  1976, 
althouirh  they  had  expended  considerable  sums  of  money  and  time  in 
preparinfT  for  the  oreranization  of  their  fund,  havinp^  been  aware  of  the 
previous  private  rulin<r  issued  to  the  Vance  Sanders  Fund.  The  com- 
mittee believes  it  is  appropriate  to  extend  the  date  ])rovided  in  the 
House  bill  until  the  time  the  House  Committee  on  Ways  and  Means 
held  hearincrs  on  its  bill.  Accordingly,  the  committee  amendment 
<'xton(ls  the  cutoff  date  under  the  f]:rand father  rules  to  March  26,  1976. 
A  partnership  whicli  submitted  a  rulinjr  request  Avith  the  Internal 
Ee venue  Service  on  or  before  March  26,  1976,  to  operate  an  exchanire 
fund  as  a  <reneral  partnership  will  also  be  included  Avithin  the  ex- 
tended transition  rule  if  after  the  March  26  date  and  because  of 
securities  difficulties,  it  changes  to  a  limited  partnersliip  similar  to 
thnt  used  bv  other  partnership  exchanire  fimds. 

In  addition,  the  committee  does  not  believe  that  it  is  necessary 
to  provide  dual  conditions  for  grandfather  treatment.  As  a  result, 
the  conunittee's  amendment  imposes  conditions  in  the  alterna- 
tive, so  that  a  fund  can  qualify  for  grandfather  treatment  if  it  either 
filed  a  ruling  request  with  the  Service  or  a  registration  statement  with 
the  Securities  and  Exchange  Commission  before  !March  27,  1976. 
Other  limitations  contained  in  H.R.  11920,  as  passed  by  the  House, 
were  agreed  to  by  the  committee  and  will  apply  equally  to  the  addi- 
tional funds  included  in  the  grandfather  provisions.  These  rules  are 
set  forth  Ixdow. 

A  partnership  qualify inir  for  grandfather  treatment  must  satisfy 
certain  other  limitations.  First,  there  is  a  limit  on  the  time  period 
for  tlie  exchange.  The  final  binding  exchanges  of  deposited  stocks  or 
securities  for  interests  in  the  partnership  must  occur  in  any  event  on  or 
before  the  90th  day  after  the  date  on  which  the  provision  becomes  law\ 
(Plxchanges  under  this  rule  may  be  consummated  before  the  date  of 
enactment  of  the  provision.  })ut  qualifying  exchanges  must  be  com- 
pleted no  laler  than  the  end  of  tlie  OOih  day  after  enactment.)  The 
stocks  or  securities  exchanged  m.ust  also  have  been  deposited  with  the 
bank  or  other  a'-ent  of  the.  deposHors  on  or  befoi-e  tlie  OOfh  day  after 
the  (]i\fv  on  which  the  bill  is  enacted. 

The  provision  also  places  a  dollar  limit  on  the  total  size  of  the  nrrand- 
fathered  funds.  If  stocks  or  securities  had  been  deposited  by  February 
29, 1976,  the  partnership  may  complete  exchanges  with  investors  of  the 
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entire  dollar  value  of  securities  on  deposit  by  that  date  (or  a  lesser 
sum  if  securities  are  withdrawn  or  rejected  after  the  end  of  the 
deposit  period).  In  the  case  of  other  funds  wliicli  liad  not  betrun  re- 
ceiving deposits  by  Februaiy  29,  197G,  the  provision  permits  qualify- 
ing partnerships  to  make  exclianges  with  depositors  in  the  amount  of 
the  total  dollar  value  of  the  deposited  stocks  on  the  GOth  day  after  the 
provision  becomes  law  (or  if  earlier,  at  the  close  of  the  fund's  initial 
deposit  period) ,  up  to  a  ceiling  of  $100  million  ($25  million  in  the  case 
of  a  private  offering).  These  valuation  ceilings  will  be  determined  on 
tliis  60th  day  (or,  if  earlier,  on  the  last  day  of  the  fund's  initial  deposit 
period). 

I'rusts 

In  order  to  cover  the  possible  use  in  the  future  of  trusts  as  exchange 
funds,  the  amendment  also  adds  a  specific  rule  to  the  Code  that  gain 
(but  not  loss)  will  be  recognized  to  the  transferor  on  a  transfer  of 
property  to  a  trust  in  exchange  for  an  interest  in  other  trust  property 
where  the  trust  would  be  an  "investment  company''  (within  the  mean- 
ing of  sec.  351)  if  the  trust  were  a  corporation.  Under  the  committee 
amendment,  an  "exchange  for  an  interest  in  other  trust  property"  will 
occur,  for  example,  where  numerous  persons  transfer  property  to  a 
trust  and  each  person  retains  a  proportionate  ownership  in  all  of  the 
property  held  in  the  trust.  Where  a  transfer  to  a  trust  is  taxable  under 
the  amendment,  the  entire  amount  of  gain  on  all  the  property  trans- 
ferred to  the  trust  is  to  be  recognized  even  though  the  transferor  still 
beneficially  owns  a  portion  of  the  property  transferred  to  the  trust. 
Where  the  transferor  retains  less  than  his  proportionate  interest  in 
the  trust,  it  is  expected  that  the  Service  will  issue  regulations  deter- 
mining when  gain  must  be  recognized  and  the  amount  of  gain  to  be 
recognized  by  the  transferor. 

Where  a  transfer  to  a  trust  is  taxable  under  the  amendment,  the  de- 
termination of  the  amount  of  gain  to  be  recognized  is  to  be  made  on  a 
property-by-property  basis.  Thus,  losses  realized  on  one  property  are 
not  to  reduce  the  amount  of  gain  recognized  under  this  provision  on 
other  property  transferred  to  the  trust. 

The  provisions  of  the  amendment  apply  only  to  trusts  which  are 
subject  to  the  rules  governing  normal  trusts  (subpart  J  of  chapter  1 
of  the  Code) .  Consequently,  the  amendment  does  not  apply  to  qualified 
employee  benefit  trusts  or  charitable  and  other  tax-exempt  organiza- 
tions which  are  organized  as  trusts  (i.e.,  those  trusts  which  are  sub- 
ject to  subchapters  D  and  F  of  chapter  1  of  the  Code). 

In  addition,  the  amendment  contains  an  exception  from  the  above 
trust  rules  for  transfers  to  a  pooled  income  fund  (as  defined  in  section 
642(c)(5)). 

hfject/ve  date. — The  provisions  relating  to  trusts  are  efTcctive  for 
transfers  made  after  April  7, 1976. 

Common  trust  funds 

The  com.mittee  is  also  concerned  about  the  use  of  a  bank's  common 
trust  fund  as  an  exchange  fund.  To  cover  this  case,  the  amendment 
provides  that  the  admission  of  a  pni-ticipant  to  a  conm^.on  trust 
fund  is  to  be  considered  to  be  the  purchase  of,  or  an  exchange  for,  the 
participating  interest  in  the  fund.  Where  the  consideration  for  the 
participating  interest  is  cash,  the  transaction  will  be  considered  a  pur- 
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clmso  of  a  participating:  intorost.  In  such  a  case,  the  'paiticipant  will  ii()t 
roco«nii/.('  any  L'-ain  IxH-anso  thciv  has  not  been  a  ^alr  or  other  disposi- 
tion of  property." 

AVh'.Mv  the  considoration  for  the  participatinL^  interest  is  property, 
the  transaction  will  he  considered  an  "exclian^^e''  of  the  pi'operty  for 
the  participating'  interest.  As  a  result,  gain  or  loss  will  be  realized 
under  section  1001  by  tlie  participant  on  any  transfer  of  property  to 
the  common  trust  fiind.  This  irnin  or  loss  must  oixlinarily  be  recog- 
nized to  the  participant  {M^y\  lOO-J)  and,  if  the  i)ro])erty  transferred 
is  a  cai^ital  asset,  the  irain  or  loss  will  be  a  capital  liain  or  loss. 

The  committee  understands  that  the  TTou>e  hill,  in  this  area,  was 
based  on  the  policy  of  the  Comptroller  of  the  Currency,  who  regulates 
these  funds  (which  are  maintained  by  banks).  The  Comptroller  gen- 
erally requires  that  if  an  individual  trust  wants  to  join  an  existing 
conuiion  trust  fund,  appreciated  stocks  or  similar  securities  owned  by 
the  trust  nni.^t  first  be  sold  (sometimes  to  the  common  trust  fund 
itself)  and  only  the  sale  j^roceeds  contributed  to  the  conuaoii  tru>t 
fund.  However,  where  a  common  trust  fund  is  being  formed  initially, 
the  (^jmptroller  has  on  occasion  permitted  participants  to  transfer 
stocks  or  securities  in  kind  to  the  fund.  The  amendment  wnll  not 
aliect  transfers  of  cash  to  a  common  trust  fund.  The  amendment  will 
require  recognition  of  gain,  however,  where  the  Comptroller  permits 
a  common  tnist  fund  to  be  created  by  contributions  in  kind,  if  the 
effect  is  to  acliieve  a  diversification  of  the  traiisferor.-'  investment 
interests. 

The  committee  also  understands  that  in  some  situations  when  Ijanks 
merge  or  otherwise  reorganize  with  each  other,  the  combining  banks 
have  also  merired  (and  sometimes  also  divided)  separate  conmion  trust 
funds  formerly  maintained  by  each  bank.  The  committee  lias  also  been 
informed  that  the  Comptroller  of  the  Currency  requires  a  connnon 
trust  fund  to  maintain  a  diversified  portfolio  which  would  readily 
satisfy  the  diversification  test  in  II.lv.  11920  for  corporate  investment 
companies  (as  described  below). 

Since  the  amendment  permits  a  merger  of  corporate  investment 
conqianies  to  continue  to  receive  tax-free  treatment  if  both  companies 
are  already  diversified  (see  discussion  below),  the  committee  believes 
that  a  similar  rule  is  implicit  in  the  bill  for  common  trust  funds; 
namely,  that  mergers  (or  divisions)  of  common  trust  funds  regulated 
by  the  Comptroller  of  the  Currency  are  also  to  continue  to  be  eligible 
for  tax-free  treatment  if  all  the  combining  (or  dividing)  funds  have 
diversified  ])ortfolios  (within  the  meaning  of  the  corporate  merger 
lules  of  ILK.  11920  and  of  the  connnittee's  amendment).'^ 

Effective  date. — The  amendment  to  the  common  trust  fund  rules 
is  effective  for  transfers  made  after  April  7, 1976. 

Mrrgers  of  two  or  more  investment  companies 

The  amendment  (like  the  House  bill)  adds  an  exception  to  the 
definition  of  a  taxfree  "reorganization-'  in  present  law  in  order  to 
require  recognition  of  gain  or  loss  on  exchanges  which,  from  an  in- 


»  T'nrlpr  spotion  1001.  pain  or  loss  is  realizpfl  on  tlip  sale  or  other  disposition  nf  property. 

"  Tf  dJverslflod  funds  nre  mortrinT  (or  (livldlnir).  tlip  oomniil  fpf''<  amendment  tlii!^:  <\oo'< 
not  intend  to  treat  the  participating  trusts  or  tho  separate  funds  ns  beinsr  "admitted" 
to  the  survlvinp  (or  divided)  fund  in  ordt-r  to  mal<e  the  nicr^rer  or  division  taxable  under 
the  amendment. 
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vestor's  standpoint,  resemble  the  formation  of  an  exchange  fund.  Tliis 
exception  is  pro\ddod  in  specific  terms  in  order  not  to  change  the  a])pli- 
cation  of  the  rjcorganization  rules  to  transactions  other  than  those 
which  enable  investoi*s  to  obtain  the  primary  advantages  of  an  ex- 
change fund  (namely,  carryover  of  a  low  tax  basis  to  the  fund,  un- 
taxed appreciation  to  the  investor  and  tax-free  diversification  of  his 
investment  assets).  The  amendment  makes  taxable  a  statutory  merger 
or  other  exchange  of  assets  or  stock  with  respect  to  an  undi versified 
investment  company  (as  specifically  defined  in  the  amendment)  if 
the  result  of  the  exchange  is  to  achieve  significantly  more  diversity 
for  the  shareholders  of  that  company  than  existed  before  the  ex- 
change. The  aiuendmeiit  continues  to  allow  nonrecognition  treatment 
generally  for  reorganizations.  Also,  if  two  or  more  investment  com- 
panies (or  their  shareholders)  participate  in  an  exchange  with  each 
other,  the  transaction  will  continue  to  be  eli<rible  for  tax-free  reorgani- 
zation treatment  if  both  companies  have  diversified  portfolios  before 
the  exchange. 

yiove  specifically,  the  amendment  provides  that  if  the  parties  to 
an  exchange  otherwise  described  in  the  tax-free  reorganization  pro- 
visions (under  sec.  368(a)(1))  include  two  or  more  "investment 
companies,"  the  exchange  will  not  qualify  for  customary  reorganiza- 
tion treatment  as  to  one  or  more  of  the  investment  companies  and  tlieir 
shareholders  and  security  holders  if  that  company  owned  a  relatively 
undiversified  portfolio  of  stock  or  securities  before  the  exchange. 

This  rule  will  disqualify  only  the  portion  of  the  entire  transaction 
involving  the  undiversified  investment  company  and  its  share- 
holders and  security  holders.^"  For  example,  if  two  undiversified 
investment  companies  and  a  corporation  predominately  engaged  in  an 
active  business  combine  in  a  statutory  consolidation,  the  amendment 
will  in  eftect  treat  each  acquired  investment  company  as  if  it  had  sold 
its  assets  in  a  taxable  transaction,  i.e..  one  in  which  gain  or  loss  is  recog- 
nized currently.^^  In  most  situations,  this  rule  will  also  treat  each  share- 
holder of  each  undiversified  investment  company  as  if  he  had  made 
a  taxable  exchange  of  his  former  stock  interest  for  stock  in  the  acquir- 
ing company.^"  The  merger  of  the  operating  company's  assets  under 
the  same  plan,  however,  could  qualify  under  the  customary  reorganiza- 
tion rules. 

Definition  of  '^Investment  company.'- — The  amendment  defines  an 
investment  company  (for  purposes  of  the  reorganization  rule)  as  (1) 
a  regulated  investment  company,  (2)  a  real  estate  investment  trust,  or 
(3)  a  corporation  over  50  percent  of  the  value  of  whose  total  assets 
consist  of  stocks  or  securities  and,  in  addition,  over  80  percent  of  the 
value  of  whose  total  assets  are  held  for  investment.  Investment  assets 


i"The  acquiring  company  will  also  not  bo  entitled  to  tho  usual  carryover  basis  and 
carryover  of  tax  items  under  section  381  of  present  law  with  regard  to  the  portion  of 
the  transaction  which  (under  the  amendment)  is  denied  nonrecognition  status. 

"  The  amendment  takes  no  position  on  tlie  question  whether  the  provisions  of  section 
?,?,'  are  available  to  the  acquired  company  where  a  transfer  of  its  assets  fails  to  qualify  for 
nonrecognition  treatment  under  section  301.  Section  337  provides  nonrecocrnition  treat- 
ment to  a  corporation  which  sells  its  assets  and  liquidates  completely  within  12  months 
after  adopting  a  plan  of  complete  liquidation.  The  possible  application  of  section  337  is 
to  be  determined  under  existing  law. 

1-  Whore  a  shareholder  of  an  undiversified  investment  company  exchanges  his  stock 
solely  for  votine  stock  of  another  investment  company  in  an  exchansre  otherwise  described 
in  sec.  368(a)(1)(B).  the  effect  of  disqualifying  that  exchange  for  tax-free  treatment  will 
be  to  treat  the  shareholder  of  the  undiversified  investment  company  as  having  sold  his 
stock  in  a  taxable  exchange. 
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in  tlio  SO-]KM-('ont  catoirory  inrlndo  stocks  or  soniritios  as  well  as  otlior 
kinds  of  ])roporty  liold  for  investment  purposes.^''  A  company  ^vhich 
fits  within  any  of  tlio  above  three  classc^s  is  reirarded  as  an  investment 
company  for  pur])oses  of  the  reor£ranization  rnle  of  the  amendment.^* 

The  committee  believes  it  is  important  to  distinirnisli  for  this  pur- 
pose between  corporations  whose  ownersliip  of  stock  involves  rela- 
tivelv  passive  manarrement  of  portfolio  assets  as  an  invevStment  and 
}ioldinir  companies  (includinir  so-called  conirlomerates)  which  render 
manairement  services  to  operatin<i  business  companies  in  which  it  (the 
parent)  usually  owns  the  controllintr  stock,  llius,  the  amendment  pro- 
vides that  in  a})plyinir  the  r)0-percent  and  80-percent  asset  tests  (to  de- 
termine whether  a  corporation  is  an  "investment  company''),  a  corpo- 
ration will  be  deemed  to  own  directly  its  ratable  share  of  the  assets  of 
a  subsidiary  corpoiation  in  which  the  parent  owns  50  percent  or  more 
of  the  combined  votin^r  power  of  all  votinir  stock  of  the  subsidiary  or 
;")()  percent  or  more  of  the  total  value  of  all  classes  of  the  subsidiary's 
outstandinir  stock.^^ 

In  determininir  a  corporation's  "total  assets"  under  the  50-percent 
and  80-percent  tests,  cash  and  cash  items  (including  receivables)  are 
to  be  excluded  from  the  calculation.  U.S.  Government  securities  are 
also  to  be  excluded  from  both  the  numerator  and  denominator  in  this 
calculation.  The  amendment  contains  a  further  rule  aimed  at  prevent- 
inir  manipulation  of  a  company's  assets  in  order  to  make  one  or  more 
of  the  parties  not  an  "investment  company"  (and  therefore  free  of  the 
amendment's  restrictions).  The  amendment  provides  that  assets 
acquired  by  a  corporation  for  purposes  of  causing  that  corporation 
not  to  be  an  "investment  company"  are  to  be  disregarded  in  deter- 
mining whether  that  corporation  is  an  investment  company  immedi- 
ately before  the  transaction.  This  rule  is  not  intended  to  affect  situa- 
tions where  a  corporation  purchases  or  otherwise  acquires  portfolio 
stocks  or  securities  in  the  ordinary  course  of  conducting  its  activities 
(such  as  buying  or  selling  in  response  to  trends  in  the  stock  market). 
This  rule  is  intended,  however,  to  affect  situations  where  a  major  pur- 

"  The  committee  believes  that  the  types  of  Investment  assets  which  should  be  treated 
ns  "securities"  for  this  purpose  include  oblifrations  of  State  and  loral  p:ovornnients  (in- 
dndintr  industrial  development  bonds),  stock  warrants,  stock  options  and  riprhts,  com- 
modity futures,  mutual  fund  thnres  (both  open  and  closed  end),  interests  in  real  estate 
investment  trusts,  commercial  pnper.  corporate  notes  (whether  or  not  secured  by  fln 
inteerest  in  reil  property),  participating:  interests  in  Federally  friiaranteed  or  insured 
mortpape  or  other  loan  pools,  and  interests  In  partnerships  the  sale  of  which  are  re- 
quired to  be  registered  with  the  Securities  and  Exchange  Commission  or  State  securities 

offif'PS. 

The  types  of  stocks  and  securities  to  be  taken  into  account  under  this  third  category  of 
Invostment  comp.nny  include  closely  held  nnd  publicly  traded  investments  (i.e..  the  latter 
roverlnjr  stocks  traded  on  a  stock  exchange  or  over-the-counter,  or  which  are  otherwise 
readily  marketable). 

'*  \n  investment  compnnv  for  this  purpose  does  not  have  to  be  techni'^nny  a  "personal 
holdinir  company"  within  the  meaning  of  section  542  of  present  law.  The  natiire  of  the 
stoekholders  of  the  investment  company  is  also  immaterial  in  applving  these  rules. 

"To  illustrate,  suppose  that  all  the  assets  of  holding  company  X  consist  of  directl.v- 
ownod  Invpstrnent  nssets  of  ^.".O.OOO  :  small  amounts  of  stock  in  publicly  held  company  A 
worth  ?.?n,noo  nnd  in  public  conip-iny  /?  worth  .'';2.').000  :  nnd  over  .^>0  percent  of  the  stock 
of  opf'r.itinc  company  C  to  wliieh  X  provides  mnnngoment  services.  The  value  of  X's  stock 
In  c  Is  i^l.'.noo.  refleotintr  its  allorable  sharo  of  r*s  net  assets.  C  owns  no  Investment  assots. 
Tlio  vnluo  of  X's  rntnblo  sin  re  of  r^s  "fotal  assets"    (not  redueed  bv  liabilities)   is  ."^TO.OOO. 

T'ndpf  thp  amendment,  since  X  owns  .^O  percent  or  more  of  C.  X  will  be  d'^emed  to  own 
^70,000  of  r's  total  assets  directly.  As  such.  X  will  not  be  an  investment  coinpany  since 
less  than  half  of  Its  total  assets  will  be  deemed  invested  in  portfolio  stocks  (S.^o.OOO/.'il.'i.'.- 
000).  Also,  less  than  SO  percent  of  X's  total  assets  will  be  treated  as  held  for  investment 
(.$«r.  000  'SI. =1.-. 000). 

If  there  were  no  look-throuch  rule  of  this  kind.  X  would  be  treated  as  an  inves+ment 
compnny  becnuse  more  than  HO  percent  of  its  total  nssets  would  consist  of  stocks  (S.t.t  000/ 
$100,000)  and  over  SO  perc«'nt  of  its  total  assets  would  be  held  for  Investment  purposes. 
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pose  of  an  asset  acquisition  is  specifically  to  circumvent  the  limitations 
under  this  provision,  so  that  a  reorganization  involving  that  corpora- 
tion can  subsequently  occur  and  escape  the  tax  treatment  wliich  this 
amendment  would  impose  if  the  company's  assets  had  not  been  manij)- 
ulated  in  this  fashion.  It  is  expected  that  specific  rules  for  tax  avoid- 
ance situations  of  this  kind  will  be  prescribed  by  the  Internal  Revenue 
Service. 

Diversification  test. — A  company  meeting  the  definition  of  an 
"investment  company"  is  considered  to  have  an  undiversified  portfolio 
unless  it  is  (1)  a  regulated  investment  company,  (2)  a  real  estate 
investment  trust,  or  (3)  a  corporation  not  more  than  25  percent  of 
whose  total  assets  (by  value)  are  invested  in  the  stock  or  securities  of 
any  one  company  and  not  more  than  50  percent  of  whose  total  assets 
(by  value)  are  invested  in  the  stock  or  securities  of  5  or  fewer 
companies.i'^  In  applying  the  third  of  these  classes,  an  investment  com- 
pany which  fails  either  one  or  both  requirements  is  to  be  considered 
undiversified.  As  such,  a  reorganization  of  that  corporation  may  be 
subject  to  tax,  depending  on  the  other  parties  to  the  transaction. 

The  amendment  also  delegates  authority  to  the  Service  to  disregard 
active  business  assets  or  other  properties  which  an  investment  com- 
pany deliberately  acquires  before  a  planned  reorganization  for  the 
purpose  of  qualifying  the  company  as  diversified  under  the  above 
tests.i^ 

Other  provisions. — The  specific  reorganizations  to  which  the  above 
rules  will  apply  are  the  five  exchanges  listed  in  section  368(a)  (1)  (A), 
(B),(C),(D),and(F).^« 

The  amendment  makes  an  express  exception  to  the  denial  of  tax-free 
reorganization  treatment  where  two  or  more  investment  companies  are 
owned  substantially  by  the  same  persons  in  the  same  proportions.  In 
these  cases  the  shareholders  and  security  holders  of  the  companies 

i«For  purpose??  of  this  rule,  stock  or  securities  are  to  have  the  same  meaninj?  as  they 
have  in  defining  an  investment  company  under  this  reorganization  rule.  In  addition,  the 
stock  of  all  members  of  a  controlled  group  of  corporations  (as  defined  in  section  156o(a) 
of  thp  Codo)  are  to  bo  treated  as  the  stock  of  a  single  compnny. 

A  look-through  rule  similar  to  the  rule  used  in  defining  an  "investment  company"  is 
also  used  in  determining  whether  an  investment  company  is  diversified.  In  the  example 
set  forth  in  footnote  15,  X  would  be  deemed  to  own  $70,000  of  C's  assets  directly.  As  such. 
X  would  lie  considered  diversified  because  npither  stock  A  nor  stock  B  would  be  valued 
at  over  25  pprcent  of  X's  total  assets  ($155,000).  and  the  combined  value  of  the  two 
portfolio  stocks  (A  and  B)  would  not  be  greater  thnn  half  the  value  of  all  of  X's  total 
assets  ($155,000).  Without  this  look-throucrh  rule,  the  value  of  X's  stock  in  .4  would  ex- 
ceed 25  percent  of  X's  total  assets  ($30,000/$100,000)  and  the  amendment  would  treat  X 
as  undiversified. 

"Assume,  for  example,  that  the  only  assets  owned  by  Corporation  X  are  appreciated 
stock  in  listed  company  Y  worth  $100,000  and  appreciated  real  estate  worth  $75,000.  In 
a  deliberate  attempt  to'  satisfy  the  diversification  test,  X  borrows  $225,000  and  purchases 
stock  in  nine  other  listed  companies  for  $25,000  each.  A'  would  then  satisfy  the  dlver-^ifi- 
oation  test  because  no  more  than  25  percent  of  its  total  assets  (i.e.,  no  more  than  $100,000 
of  $400,000)  would  he  invested  in  the  stock  of  one  issuer,  and  no  combination  of  five  or 
fewer  stocks  would  amount  to  over  50  percent  of  the  value  of  X's  total  assets  (i.e..  would 
amount  to  over  $200,000). 

Under  the  tax-avoidance  rule,  however,  the  stock  in  the  nine  corporations  pnr.-^hased 
by  X  solelv  to  satisfy  the  diversification  test  is  to  be  disregarded  in  determining  whether  A' 
is  diversified.  As  a  result.  X'  would  not  meet  the  diversification  test  bocnuse  more  than 
25  percent  of  its  total  assets  (i.e..  $100,000  of  total  assets  of  $175,000.  disregarding  the 
stock  in  the  nine  corporations)    would  be  invested  in   one  issuer    (company  Y). 

The  intended  scope  of  the  authority  delecnted  to  the  Service  under  the  diversification 
test  is  identical  to  the  scope  of  the  "authority  delegated  to  the  Service  in  determining 
whether  a  corr>or.'ition  is  an  investment  company  for  purposes  of  this  amendment  (see  the 
earlier  discussion  of  the  latter  delegation). 

18  The  amendment  does  not  include  a  recapitalization  (sec.  308(a)(1)(E))  In  this  list 
boeause  a  recanitalization  involves  only  one  corporation,  and  nlthoucrh  various  lax-free 
changes  are  permitted  to  be  made  in  an  existing  shareholder's  rights  in  the  same  corpora- 
tion (such  as  changes  in  votinsr  rights  and  changes  from  debt  to  equity  interests),  this  does 
pot  Produce  the  kind  of  diversification  in  Investors'  interests  which  resembles  the  tax-free 
formation  of  an  exchange  fund. 
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Ikhiiit  coiiibinetl  ordinarily  will  not  ilivor.sily  tlit'ir  .stock  investments 
after  the  transaction:  the  bill  accoidin*rly  permits  reortranizations  of 
conimonly  controlled  investment  (•omi>anies  to  continue  to  be  tax-free. 
It  is  expected  that  the  Service  will  .^et  fortli  by  re^nilation  the  detailed 
rules  needed  to  carry  out  the  pur})oses  of  this  except ion.^^ 

Since  a  denial  of  tax-free  re()r<T:anization  status  adversely  affects  the 
accpiired  company  (and  its  shareholders)  but  does  not  require  reco<rni- 
tion  of  train  or  loss  by  the  acquirino^  company  (or  its  shareholders), 
the  amendment  contains  a  rule  to  cover  what  is,  in  effect,  a  '^reverse 
actjuisition.**  This  rule  is  designed  to  assure  that  renrardless  of  whether 
an  investment  company  is,  in  form,  the  acquired  or  acquiring  party, 
tax-free  reoiiranizat ion  treatment  will  be  denied  only  for  the  portion 
of  the  exchange  invoh  inir  an  undiversified  investment  company  (and 
its  shareholdeis  and  security  holders).  If  two  or  more  undiversified 
in\-e>tment  comt)anies  combine  with  each  other,  tlie  committee 
believes  that  jrain  should  be  reco^n^ized  by  both  companies  (and  by 
their  shareholders  and  security  holders  as  appro]^riate)  rather  than 
solely  by  the  company  which  is  formally  acquired  by  the  other.  Other- 
Avise.  an  umliversitied  investment  comi)any  which  is  the  acquirin<r 
comj)any  will  obtain  tax-free  divei'sification.  The  amendment,  there- 
foi-e.  ])rovides  that,  for  purposes  of  gain  or  loss  recognition,  the  cor- 
j)oration  (and  its  shareholders  and  security  holders)  which  is  the 
ac([uiring  or  surviving  party  is  to  be  considered  as  having  been  ac- 
(iuired  by  the  other  party  in  an  exchange  which  must  itself  be  tested 
imder  the  general  i*ule  of  the  amendment. 

For  example,  if  an  undiversified  investment  company  acquires  the 
assets  of  a  diversified  investment  company  in  a  statutory  merger  or 
a  ''C"  reorganization,  the  amendment  will  not  prevent  the  acquired 
company  or  its  shareholders  from  qualifying  for  reorganization  treat- 
ment under  present  law  (since  that  company  is  an  already-diversified 
investment  company).  However,  for  purposes  of  determining  recog- 
nition of  gain  or  loss,  the  amendment  treats  the  acquiring  company 
and  its  shareholders  (and  security  holders)  as  having  been  acquired 
by  the  other  company  in  a  statutory  merger  or  "C"  reorganization. 
Since  nonrecognition  treatment  will  be  denied  on  such  a  constructive 
exchange,  the  undiversified  company  is  to  be  treated  as  if  it  had  ex- 
changed its  assets  in  a  taxable  exchange  for  stock  of  the  diversified 
company  and  then  had  distributed  that  stock  to  its  own  shareholders 
and  security  holders  in  exchange  for  their  stock  in  the  undiversified 
company. 

If  two  undiversified  investment  companies  merge  with  each  other, 
the  general  ride  of  the  amendment  denies  reorganization  status  to 
the  acquired  company  and  its  shareholders.  For  purposes  of  recog- 


'■•  rii'N-r  this  rloli'catinn.  it  is  antloliintofl  tlint  tho  Serviop  Avill  providp  a  rule  tliat  if 
r-foiijiKMi  control  oxer  two  or  iiioro  cornorations  is  obtained  for  the  sppcific  i)nrposo  of 
i)rin'_'in?  a  later  reonranizatl<>ii  uiuler  this  exception,  the  exception  will  not  be  available. 
(A  siinllar  nilo  is  containefl  in  section  1.3S2(b)-l  (d)  (3)  of  the  Income  Tax  Regulations 
undfT  section  3R2  of  present  law). 

Several  courts  have  held  that  a  combination  of  two  or  more  commonly  owned  operat- 
ing corr>orations  may  qualify  as  an  "F"  reorganization  (sec.  .^fiSfa)  (IMF)  )•  The  Service 
has  accepted  this  treatment  if  several  conditions  are  satisfied.  Including  a  complete 
iflentlty  of  shar»'hol(iors  arid  their  proprietary  interests  in  thp  transferor  and  acquiring 
cr.rpoiations  (IN'V.  Kiil.  7.")  ."'li.  ]n7.'i-2  C.B.  Il'O).  The  committee  does  not  intend  the 
changes  made  by  this  amendment  to  affect,  one  way  or  the  other,  the  question  of 
wheth»'r  an  "F"  reorganization  can  occur  where  two  or  more  corporations  are  combined 
or.  if  '-0.  whether  an  'i'"'  reorganization  can  occur  if  contplete  identity  of  ownership  doea 
not  exist 
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nizing  gain  or  loss,  the  special  ''reverse  acquisiti(ju**  rule  will  also  test 
the  company  which  is  formally  the  acquiring  company  as  though  that 
company  and  its  shareholders  had  been  the  acquired  parties.  As  a  re- 
sult, that  company  (and  its  shareholders)  will  he  considered  to  have 
made  an  exchange  and,  since  the  exchange  will  be  considered  made 
Avith  another  undiversihed  investment  company,  the  special  rule  will 
deny  nonrecognition  treatment  to  that  constructive  exchange  (and 
treat  that  company  as  having  made  a  taxable  exchange)  .^^ 

Under  these  rules,  the  amendment  will  not  change  the  tax-free  treat- 
ment available  under  present  law  where  one  or  more  regulated  invest- 
ment companies  or  real  estate  investment  trusts  merge  (or  otherwise 
reorganize)  with  each  other.  The  amendment  also  wdll  not  affect  mer- 
gers solely  involving  active  business  companies  which  are  not  ''invest- 
ment companies*'  (as  defined  in  the  amendment).  Nor  will  the  new 
rules  prevent  a  tax-free  merger  solely  of  one  imdiversihed  invest- 
ment company  with  an  active  business  company  (which  is  not  an 
investment  company). 

Effective  date 
These  reorganization  rules  apply  to  exchanges  consummated  after 
February  17,  1976.  The  amendment  makes  an  exception  for  exchanges 
occurring  after  February  17,  1976,  pursuant  to  a  private  tax  ruling 
issued  by  the  Internal  Revenue  Service  before  February  18,  1976.  The 
tax  ruling  must  have  held  that  the  proposed  reorganization  wdll 
(jualify  as  a  reorganization  under  sec.  368(a)  (1)  of  present  law\ 

Revenue  effect 
It  is  estimated  that  these  provisions  will  increase  budget  receipts  by 
less  than  $5  million  in  fiscal  years  1977  and  1978  and  increase  budget 
receipts  by  $12  million  in  fiscal  year  1981. 

11.  Distributions  by  Subchapter  S  Corporations  (sec.  2311  of  the 
bill  and  sec.  1377  of  the  Code) 

Present  law 
Under  present  law,  the  shareholders  of  a  subchapter  S  corporation 
are  taxed  each  year  on  the  income  of  the  corporation,  regardless  of 
whether  this  income  is  distributed  currently  as  diA^idends  to  the  sliare- 
holders.  If  the  shareholders  of  a  subchapter  S  corporation  have  been 
taxed  on  income  of  the  corporation  Avhich  has  not  been  distributed  to 
them,  the  corporation  in  a  subsequent  year  can  distribute  this  pre- 
viously taxed  income  without  the  shareholders  incurring  any  addi- 
tional tax  liability.  However,  before  a  distribution  Avill  constitute  a 
distribution  of  previously  taxed  income,  the  corporation  must  first 
have  distributed  an  amount  equal  to  its  current  earnings  and  profits  in 
the  vear  of  such  distribution. 


nowhere  an  undivorsified  investmont  company  acquires  the  stock  of  anotlior  corporntinn 
in  an  exchange  dcsn-ibod  in  section  oC8(a)n)(B).  the  shnreliolders  of  the  aconirinir  com- 
pany nijiy  he  treated  ns  havinjr  made  a  taxable  exchange.  The  shareholders  ■will  he  treated 
as  havinj;  exchanjred  their  stock  for  stock  of  the  other  corporation  :  thus,  that  constructive 
exchansre  is  then  to  be  tested  under  the  jreneral  reorjjanizntion  rule  in  the  amendment.  If. 
under  that  test,  the  constructive  exclianjre  does  not  qualify  for  nonrecoirnition  treatment 
(because,  for  exami)le.  the  other  eorporation  is  also  an  undiversihed  iuvostmeut  oiiij-auyt. 
the  shareholders  are  to  be  required  to  recosni/e  srain  in  the  difference  betweon  the  basis 
of  their  stock  in  their  own  company  and  the  value  of  a  percenta.Lro  of  tlip  other  corpora- 
tion's stock  equal  to  tho  percentage'  of  the  stock  in  their  own  company  which  they  retain 
after  the  actual  "B"  exchange  which  in  fact  occurred. 
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Pivsont  law  (soc.  ;Ui2(in).  oiiaclcHl  in  VMV^)  requires  generally  that 
the  earnin«r>^  and  profits  of  corporations,  including:  subchapter  S  corpo- 
rations,  he  conii)ute(l  usin^  straitrht  line  depreciation,  rather  than  the 
accelerated  depreciation  methmls  taxpayers  may  use  for  computin^^ 
taxable  income.  Thus,  where  a  corporation  elects  an  accelerated  de- 
preciation method,  this  provision  causes  the  earnings  and  profits  of 
the  corporation  to  be  greater  than  its  taxable  income.  In  the  case  of  a 
subchapter  S  corporation,  however,  special  earnings  and  profits  rules 
are  provided  (sec.  1377)  to  prevent  earnings  and  profits  of  a  sub- 
chapter S  corporation  from  being  less  than  its  taxable  income. 

Reasons  for  change 
In  tax  years  where  a  subchaptx?r  S  corporation  has  claimed  an 
accelerated  depreciation  deduction  which  exceeds  the  amount  allow- 
able under  the  straight  line  method,  the  corporation  will  have  cur- 
rent earnings  and  profits  which  exceed  its  taxable  income.  If  the  corpo- 
ration makes  cash  distributions  for  that  year  in  amounts  in  excess  of 
its  current  taxable  income  (wliich  is  taxed  to  the  sliai'eholders,  whether 
distributed  or  not),  the  excess  distributions  will  also  be  considered 
dividend  income  to  the  stockholders  to  the  extent  that  the  corpora- 
tion's current  earnings  and  profits  exceed  its  taxable  income.  This 
will  occur  even  though  the  corporation  has  undistributed  taxable 
income  which  has  previously  been  taxed  to  the  shareholdei^.  The 
committee  believes  that  this  unintended  interplay  between  the  sub- 
chapter S  rules  and  section  312 (m)  should  be  changed  so  that  a 
corpoT-ation  can  distribute  previously  taxed  income  to  the  extent  its 
distributions  exceed  its  taxable  income  even  though,  as  a  T-esult  of 
section  312 (m),  its  current  earnings  and  profits  exceed  its  taxable 
income. 

Explanation  of  provision 

Under  the  committee's  amendment,  current  year  earnings  and  profits 
are  to  be  computed  without  regard  to  section  312 (m)  solely  for  pur- 
poses of  determining  whether  a  distribution  by  a  subchapter  S  corpo- 
T-ation  is  considered  to  come  from  the  corporation's  previously  taxed 
income  or  from  its  current  earnings  and  profits.  As  a  result,  where  the 
current  earnings  and  profits  of  a  subchapter  S  corporation  exceed  its 
taxable  income  because  of  section  312 (m)  for  a  year  when  it  makes  a 
cash  distribution  in  excess  of  its  taxable  income,  that  excess  will,  to  the 
extent  of  its  undistributed  previously  taxed  income,  be  considered  to 
be  a  distribution  of  this  previously  taxed  income.  Consequently,  it  will 
not  be  taxable  to  the  shareholders  and  will  not  reduce  earnings  and  pro- 
fit s  of  the  corporation.  If  the  distribution  exceeds  the  sum  of  the  pre- 
viously taxed  income  and  the  taxable  income  in  the  year  of  distribution, 
the  excess  will  be  considered  a  taxable  dividend  to  the  extent  of  the 
current  and  accumulated  earnings  and  profits,  in  accordance  with  the 
rules  iTf'nerally  applicable  to  corporations.  Accordingly,  any  such  ex- 
cess distribution  would  be  taxable  as  a  dividend  to  the  extent  of  current 
eaiTiinirs  and  profits  (determined  with  regard  to  section  312 (m) )  even 
thonorli  the  corporation  had  a  deficit  in  accunudated  eai-nings  and 
profits. 

For  exam])le,  assume  a  subchapter  S  corporation  has  $100  of  tax- 
able income,  $120  of  current  earnings  and  profits  (the  $20  difference 
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between  taxable  income  and  current  earninfrs  and  profits  reprcsentinir 
the  accelerated  portion  of  depreciation  which  is  not  taken  into  account 
for  purposes  of  current  earnin^rs  and  j)i-olits  as  a  result  of  section 
ol'2{m) ),  and  $10  of  undistributed  taxable  income  previously  taxed  to 
shareholders  in  a  prior  year.  Assume  further  that  in  such  year  the 
corporation  distributes  $120  to  its  shareholders.  Under  the  com- 
mittee's amendment,  solely  for  purposes  of  determining  whether  the 
corporation  has  distributed  previously  taxed  income,  the  corporation's 
current  earnings  and  profits  are  considered  to  be  $100.  Accordingly, 
SIO  of  the  amoujit  distributed  is  treated  as  a  distribution  of  previously 
taxed  income  and  is  received  without  additional  tax  liability  by  the 
shareholders,  and  $110  of  the  amount  is  treated  as  a  distribution  of 
current  earnings  and  profits  and  is  taxed  to  the  shareholders  as  a 
dividend.  The  remaining  $10  of  undistributed  current  earnings  and 
profits  increases  accumulated  earnings  and  profits.  The  results  of  the 
above  example  would  be  the  same  even  if  the  corporation  had  a  deficit 
in  accumulated  earnings  and  profits. 

Present  law  (sec.  1375)  gives  the  Treasury  Department  discretion 
to  prescribe  regulations  relating  to  the  distribution  of  previously  taxed 
income.  The  connnittee  recognizes  that  various  aspects  of  the  regula- 
tions promulgated  thereunder  (for  example,  those  which  describe  the 
consequences  of  an  election  to  treat  distributions  as  not  constituting 
distributions  of  previously  taxed  income)  will  have  to  be  modified  to 
conform  to  and  reflect  the  committee's  amendment. 

There  is  no  comparable  provision  in  the  House  bill. 

Effective  date 
This  amendment  applies  to  taxable  years  beginning  after  Decem- 
ber 31,  1975. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 


C.  TITLE  XXIV— INTERNATIONAL  TRADE 
COMMISSION  AMENDMENTS 

(sees.  2101-2406  of  the  bill) 

Tho  roininittco  on  Finance  reports  favorably  an  amendment  autbor- 
izin<r  appropriations  to  tbe  U.S.  International  Trade  Commission 
for  fiscal  yeare  1977  and  1978  and  making  changes  in  the  orgjiniza- 
tion  and  procedures  of  the  Commission.  Tbe  committee  recommends 
tlie  ad(>])tion  of  the  amendment. 

1.  Background  and  Summary 

This  committee  amendment  adds  a  new  title  to  H.E.  10612  relating 
to  the  ojxiration  of  the  U.S.  International  Trade  Commission  (for- 
merly the  "Tariff  Connnission"'  and  hereinafter  referred  to  as  the 
"Commission*').  Section  2401  denominates  the  amendment  as  "The 
International  Trade  Commission  Act  of  1976.''  Section  2402  amends 
the  Tariff  Act  of  1930,  with  respect  to  the  voting  procedures  of  the 
Commission  in  import  relief  cases.  Section  2403  amends  the  Tariff 
Act  of  1930  with  respect  to  the  size  of  the  Commission,  increasing  its 
membership  from  six  to  seven  Commissioners.  Section  2404  author- 
izes appropriations  to  the  Commission  for  fiscal  years  1077  and  1978. 
Section  2404  also  restricts  the  number  of  personal  staff  which  may  be 
employed  by  the  Chairman  of  the  Commission  and  each  of  the  Com- 
missioners. Section  2405  amends  the  Tariff  Act  of  1930  with  respect 
to  the  selection  of  the  Chairman  of  the  Commission  and  the  adminis- 
trative authority  of  the  Chairman.  Section  2406  directs  the  Commis- 
sion to  continue  thi-ough  1980  certain  reports  on  the  production  and 
trade  of  synthetic  organic  chemicals. 

'I'o  accommodate  the  House  of  Representatives  and  for  purposes 
of  conference,  the  committee's  amendment  contains  sections  2  and  3 
of  H.R.  13396  (H.  Eept.  94-1088),  wbich  has  been  reported  by  the 
Committee  on  Ways  and  Means  and  passed  by  the  House  on 
May  19,  1976.  The  committee's  amendment  deletes  section  1  of  the 
House  bill,  the  authorization  of  appropriations,  and  replaces  it  with 
tiie  nuthorization  of  appropriations  passed  bv  the  Senate  on  Mav  15, 
1976.  in  S.  3420  (S.  T>.or>f.  94-818),  which  "is  a  greater  amount.  In 
addition,  the  committee's  amendment  contains  certain  other  pro- 
visions relating  to  the  organization  and  administration  of  the  Com- 
mission which  differ  from  the  provisions  of  the  House  bill.  For  this 
reason,  certain  provisions  of  sections  2403,  2404,  and  2105  of  tho 
committee  amendment  are  inconsistent. 

Tbe  committee  reported  S.  3420,  authoi-izing  appropriations  to 
tbe  Commission  for  fiscal  years  1977  and  1978  on  ]\Lay  12.  1976.  and 
the  Senate  adopted  the  bill  on  Mav  15,  1976.  The  committee  amend- 
ment, therefore,  is  consistent  with  the  policy  of  Section  402  (a)  of  the 
Congressional  Budget  Act  of  1974  (Public*^LaAv  93-.344)  with  respect 
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to  the  required  i-eporting  dates  for  authorizing  legislation.  Fiirtljcr- 
more,  because  the  committee  ameiuhneiit  is  a  floor  amendment  ;>nd 
not  a  reported  bill,  the  committee  amendment  is  in  technical  r-oiii})li- 
ance  with  section  402(a)  of  the  Budget  Act. 

2.  Section-by-Section  Explanation  of  the  Committee  Anendment 

Serf  J  on  2/iOl 

Tliis  section  provides  that  the  amendment  may  bo  cited  as  "The  In- 
ternational Trade  Commission  Act  of  1976." 

Section  2/4.02 

This  section  amends  section  330(d)  of  the  Tariff  Act  of  1930,  relat- 
ing to  the  voting  procedures  of  the  Commissioner's  in  import  relief 
cases.  The  committee  states  that  nothing  contained  in  this  section,  or 
in  any  other  provision  of  the  amendment,  is  intended  to  alter  the 
eligibility  criteria  foi-  impoit  relief  under  the  Trade  Act  of  19T4.  In 
addition,  the  committee  states  that  nothing  contained  in  this  section, 
or  in  any  other  provision  of  the  amendment,  is  intended  to  affect  retro- 
actively any  decision  previously  reached  by  the  Commission  with  re- 
spect to  any  petition  for  import  relief.  In  addition,  the  committee 
states  that  nothing  contained  in  this  section,  or  in  any  other  provision 
of  the  amendment,  is  intended  to  change  the  legal  authority  of  the 
President  under  ])resent  law  to  select  the  type  and  level  of  import 
relief  to  be  provided  to  an  industry,  be  it  the  form  of  relief  recom- 
mended by  the  Commission,  a  modification  of  the  Commission's  rec- 
ommendation, or  a  denial  of  relief  altogether. 

Congress,  in  the  Trade  Act  of  1974,  amended  the  trade  laws  of  the 
United  States  and  modified  the  provisions  of  law  under  which  tempo- 
rary import  relief  is  afforded  domestic  industries  incurring  serious 
injury  (or  threat  thereof)  from  increased  imports  (the  "escape 
clause") .  Sections  201, 202,  and  203  of  the  1974  Trade  Act  were  intended 
by  Congress  to  improve  procedures  for  providing  temporary  relief 
for  inrlustries  incurring  serious  injury  (or  threat  of  serious  injury) 
from  increased  imports.  Under  these  provisions,  domestic  industries 
may  be  entitled  to  temporary  import  relief  if  they  can  show  to  the 
satisfaction  of  the  Commission  that  increased  imports  are  a  substantial 
cause  of  serious  injury,  or  the  threat  thereof,  to  the  domestic  industry 
producing  a  like  or  directly  competitive  article.  If  the  (commission 
determines  that  a  petitioner  is  entitled  to  import  relief  (the  "injury 
determination"),  it  next  considers  the  question  of  vv-hat  form  of  re- 
lief it  Avill  recommend  to  the  President  (the  "remedy  determination"), 
and  transmits  this  remedy  determination  to  the  l^resident  along  with 
the  injury  determination.  Upon  receiving  the  determinations  of  the 
Commission,  the  President  has  sixty  days  in  which  to  determine 
what  form  of  import  relief,  if  any,  or  of  adjustment  assistance,  he  will 
provide.  The  President  in  effect  has  three  options:  (1)  He  may  imple- 
ment the  remedy  reconnnended  by  a  majority  of  the  Commission;  (2) 
lie  nu\y  implement  a  remedy  other  tlian  the  recommendation  of  the 
Conuni.^sion;  or  (3)  he  may  deny  relief  if  he  determines  that  relief 
would  not  be  in  the  national  economic  interest.  Under  the  Trade  Act 
of  1974,  if  the  Congress  prefers  the  remedy  recommended  by  the  Com- 
mission rather  than  the  relief  proposed  by  the  President,  or  if  the 
President  declines  to  grant  relief,  a  majority  of  those  present  and  vot- 
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hvr  ,)f  both  IIoii^vs  rnav  pass  a  resolution  TN-ithin  00  Congressional 
workin<r  days  reipiiring  the  Pre.sidcnt  to  implement  the  remedy  reo- 
onnnencled  bv  the  Commission.  . 

This  was  the  manner  in  which  the  Trade  Act  was  intended  to  work. 
However,  in  two  of  the  six  escape  clause  cases  under  the  Trade  Act 
in  whicli  tlie  Commission  found  by  a  majority  vote  that  injury  existed, 
the  Commission  was  unable  to  reach  majority  acrreement  with  respect 
to  a  remedv.  In  such  cases,  even  thougli  a  majority  of  the  Commission 
a^rree  that  an  industry  is  beintr  injured,  because  the  Commission  can- 
not aureo  as  to  what  kind  of  i-elief  is  apjM'opriate,  the  Concrres^sional 
override  mechanism  of  the  Trade  Act  fails  to  function,  ^y]\en  the 
Commissioners  are  unable  to  reach,  throujrh  compromise,  a  common 
l>osition  with  respect  to  remedy,  the  Confrress  is  deprived  of  its  oppor- 
tunitv  to  override  the  decision  of  the  President  and  to  reinstate  the 
ix'commendation  of  the  Commission.  In  such  a  situation,  the  President 
is  free  to  deny  import  relief — for  reasons  Avhich  may  be  rooted  in 
forei<rn  policy'without  adequate  re^rard  to  sound  economics — without 
fear  of  Imuf:  overridden  by  the  Conirress.  The  result  is  that  an  indus- 
try which  may  be  found  by  the  Commission  to  be  entitled  to  import 
relief  has  l)een  de]>rived  of  that  relief,  without  ^ood  reason. 

The  Committee's  amendment  would  increase  the  probability  that  if 
there  is  a  majority  vote  for  injury,  there  would  be  a  majority  finding 
on  a  remedy.  Tlie  Committee's  amendment  would  : 

(1)  Chaiiiro  the  number  of  Commissioners  from  six  to  seven  (see 
section  2403)  ; 

(2)  Permit  only  those  Commissioners  who  vote  for  injury  to  vote 
for  a  remedy ; 

(3)  Pequire  that  a  recommendation  by  a  plurality  of  the  number  of 
Commissioners  voting;  for  remedy  be  considered  the  Commission's 
recommendation  for  import  relief; 

(4)  Require  that  a  recommendation  by  any  group  of  Commission- 
ers voting  for  remedy  be  considered  the  Commission's  recommenda- 
tion for  import  relief  if  the  Commissioners  are  divided  into  two  or 
more  equal  groups:  and 

(5)  Provide  that  a  Commissioner  whose  term  has  expired  may  con- 
tinue in  office  until  his  successor  has  been  nominated  by  the  President 
and  confirmed  b}-  the  Senate  (see  section  2403) . 

Sectwn  2i03 

The  committee  agreed  to  increase  the  number  of  Commissioners 
from  six  to  seven.  The  committee  wishes  to  retain  the  expiration  dates 
and  the  periods  of  chairmanship  and  vice  chairmanship  of  sitting 
Commissioners  as  they  are  under  current  law.  Prospectively,  Commis- 
sioners will  serve  eight  years  and  nine  months,  with  fifteen-month 
l)eriods  as  Chairman  and  Vice  Chairman.  In  order  to  accommodate 
these  changes  with  the  immediate  appointment  of  a  seventh  Commis- 
sioner and  the  immediate  successors  of  sitting  Commissioners,  Com- 
missioners will  have  varying  terms  during  a  transitional  period, 
through  June  19S4.  The  Commissioner  who  is  appointed  to  office  for 
the  term  which  lx>gins  on  September  17,  1985,  and  all  Commissioners 
subsequently  appointed  will  serve  terms  of  eight  years  and  nine 
months.  The  new,  seventh.  Commissioner  will  be  the  first  to  serve  a 
fifteen-month  chairmanship,  during  the  last  fifteen  months  of  his  term, 
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which  expires  on  September  10. 1985.  Befriiiiiin<j:  witli  the  new,  seventh, 
Commissioner's  ehjiirmanship  and  tliereafter,  tlie  vice-chairmanship 
will  also  be  for  a  fifteen-month  ])eriod,  be^rinning  tliirty  months  before 
the  expiration  of  each  Commissioner's  term. 

In  the  past,  there  has  often  been  a  delay  between  the  time  of  the 
expiration  of  a  Commissioner's  term  and  the  taking  of  ofhce  of  his 
successor.  Because  any  such  periods  of  delay  would  leave  the  Com- 
mission without  an  odd  number  of  Commissioners  and,  therefore, 
without  a  tie-breaker,  the  Committee's  amendment  would  continue  in 
office  the  Commissioner  whose  term  has  expired  until  his  successor  is 
confirmed  by  the  Senate  and  takes  office. 

Section  2IfiU 

The  committee  amendment  contains  the  authorization  of  appropri- 
ations to  the  Commission  for  fiscal  years  1977  and  1978  as  passed  by  the 
Senate  in  S.  3420  on  May  15,  1976.  The  committee,  as  in  its  original 
bill,  has  authorized  the  appropriation  to  the  Commission  of  specific 
amounts  necessary  to  carry  out  its  duties  and  functions  during  fiscal 
year  1977  and  fiscal  year  1978.  Section  330(e)  of  the  Tariff  Act  of  1930 
(19  U.S.C.  665),  as  amended  by  section  175(b)  of  the  Trade  Act  of 
1974,  requires  Congress  to  enact  an  authorization  of  appropriations 
to  the  Commission  for  each  fiscal  year  beginning  with  fiscal  year 
1977.  The  committee  believes  that  an  orderly  budgeting  and  planning 
process  by  the  Commission  will  be  facilitated  if  this  amendment,  tlie 
first  budget  authorization  to  be  considered  by  Congress  pursuant  to 
section  330(e),  as  amended,  authorizes  appropriations  for  both  fiscal 
year  1977,  beginning  October  1,  1976,  and  fiscal  year  1978,  beginning 
October  1,  1977.  The  result  of  this  approach  will  be  that  the  Congress 
will  enact  a  1-year  authorization  every  calendar  year,  beginning  in 
1977,  but  the  authorization  will  be  for  the  fiscal  year  which  begins 
approximately  1  calendar  year  after  the  authorizing  legislation  is 
enacted.  This  schedule,  the  Committee  believes,  will  enable  the  Com- 
mission to  establish  long  range  financial  planning.  It  will  also  enable 
the  Commission  to  plan  long  term  projects  based  upon  specific  infor- 
mation about  future  appropriations. 

The  committee  amendment  authorizes  the  appropriation  of  $11,789.- 
000  to  the  Commission  for  fiscal  year  1977.  This  represents  \\\^  full 
amount  included  in  the  President's  budget  message  to  the  Congress — 
$11,539,000,  plus  an  additional  $250,000  requested  by  the  Commission 
for  rental  of  new  office  space  if,  as  seems  likely,  it  is  forced  to  vacate 
its  deteriorating  building. 

The  basic  Commission  authorization  for  fiscal  year  1977  ($11,539,- 
000)  represents  a  dollar  increase  of  $1,139,000  over  the  estimated  fiscal 
year  1976  appropriation  of  $10,400,000.  Of  this  increase  in  the  Com- 
mission budget  request,  $1,089,000  results  from  cost-of-living  increases 
in  compensation  required  by  law,  increased  postal  rates,  and  other 
unavoidable  cost  increases. 

The  basic  Commission  authorization  request  for  fiscal  year  1977 
contemplates  a  staff  of  426  full-time  permanent  employees.  Tliis  is  four 
fewer  staff  members  than  the  430-member  staff  budgeted  for  fiscal  year 
1976.  It  should  be  noted,  however,  tliat  the  Connnission  is  presently 
operating  with  approximately  45  staff  vacancies. 
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TIio  romiiiittoo  bi'liove?  tlio  inrroaso  in  tlio  ITC  bud^^ot  roquost  is 
justified  b}-  tlic  inrroasod  workload  imposed  on  the  Commission  under 
the  Trade  Act  of  1074.  Tliis  increased  workload  is  demonstrated  in 
the  foUowinir  table: 


ACTUAL  AND  ESTIMATED 

MAN 

-YEAR  REQUIREMENTS, 

FISCAL  YEAR  1974  THROUGH  FISCAL  YEAR  1977 

Actual  man-years 

1975 

Estimated  man-years 

Activities 

1974 

1976                   1977 

ACTIVITY  1 

Public  investigations: 

1.  Import  injury  (TEA  of  1962  and  sees.  201  and 

406  of  tA  of  1974) 

2.  Under  sec.  332  of  the  Tariff  Act  of  1930: 

(a)  Pursuant  to  Presidential  request 

(b)  Pursuant  to  congressional  resolution.. 

(c)  Initiated  on  tfie  Commission's  own 

motion,  and  special  studies.-. 

3.  Interference  with  agricultural  programs  (AAA). 

4.  Antidumping  (Antidumping  Act,  1921) 

5.  Unfair  practices: 

(a)  Sec.  337  of  TA  of  1930,  as  amended.. 

(b)  Sec.  303  of  TA  of  1930.  as  amended 

(counter- vailing  duty) 

(c)  Sec.  3Ql(c)  of  TA  of  1974  (export 

subsidy) 

(d)  Sec.  301(e)  of  TA  of  1974  (foreign 

import  restrictions) 

6.  Probable  economic  effect  of  concessions  (TA 

of  1974) 

7.  East-West  trade  reports  (sec.  410  of  TA  of 

of  1974) 


Total  public  investigations. 


B.  Furnishing  technical  information  and  assistance  to: 

1.  Congress 

2.  Feder3l  agencies 

3.  Public - 


Total  furnishing  technical  information  and 
assistance — 

Other  reports  and  activities: 

1.  Relating  to  trade  agreement? 

2.  Synthetic  org3nic  chemicals  reports 

3.  Summaries  of  trade  and  tariff  information 

4.  Statistical  enumeration,  code  structure  and 

publication 


Total  other  reports  and  activities 

D.  Assembling  and  analyzing  economic  and  technical 
information 


Activity  1,  total. 


ACTIVITY  2 

Executive  direction  and  administration: 

A.  Commissioners' offices 

B.  Administration. 


Activity  2,  tof-l. 


Grand  total 

Less  overtime  equivalent  and  excess  day. 


Net   reportable   man-years   (per   0MB   Circular 
All) -- 


277 


325 


113 
2 


311 


368 


341 


406 


178 

206 

177 

203 

10 

8 

10 

10 

2 

2 

2 

2 

7 

8 

10 

10 

19 

18 

22 

22 

12 

16 

15 
14 

25 
14 

30 

1 

15 

25 

7 

12 

38 

30 

365 


21 
30 

23 
39 

28 
42 

33 
43 

51 

62 

70 

75 

328 
-3 

373 
-5 

411 
-5 

441 
-4 

437 


This  section  also  authorizes  appropriations  of  5?12,036.000  for  fiscal 
year  1078,  be^rinnin*]^  October  1,  1077.  This  is  the  amount  requested  by 
the  Commission.  It  reflects  an  increase  of  2  percent  over  the  authoriza- 
tion for  fiscal  year  1077.  This  increase  is  based  on  an  estimate  of  the 
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cost  of  providing  continuing  sei-vices  adjusted  by  known  cost  increases. 
The  committee  believes  the  rate  of  increase  in  workload  from  fiscal 
year  1976  to  fiscal  year  1977  caused  by  the  enactment  of  the  Trade 
Act  of  1974  will  not  be  continued  after  fiscal  year  1977.  Furtlior.  tliis 
section  authorizes  additional  appropriations  for  fiscal  yeai-s  1977  and 
1978  which  are  necessary  to  pay  legally  required  cost-of-living  increases 
in  compensation  and  other  employee  benefits. 

Finally,  tliis  section  p(>nnanently  limits  tlio  niimh^M-  ol"  (Mnplov- 
ees  who  serve  as  the  personal  staff  of  the  Commissioners  to  four  each 
witli  tl!(>  exception  that  those  oniployces  who  serve  as  the  ])ersonal  staff 
of  the  Chairman  of  the  Commission  are  limited  to  six.  Tliis  provision 
was  originally  contained  in  the  autliorization  of  applications  leportcnl 
by  the  Committee  on  Wa3's  and  Means  and  passed  by  the  House.  It  is 
included  in  the  committee  amendment  for  purposes  of  confeixMu-e. 

Section  2Jt05 

The  committee  amendment  amends  the  TariiT  Act  of  1930  with 
respect  to  the  selection  of  the  Cliairiiian  juk!  the  ndiuiiiisti-atioii 
of  the  Commission.  This  section,  which  provides  for  the  election  of 
the  Chairman  of  the  Commission  and  modification  of  the  administra- 
tive authority  of  the  chairmanship,  was  contained  in  the  bill  as  re- 
ported by  the  Committee  on  Ways  and  Means  and  passed  by  the 
House.  It  is  included  in  the  committee  amendment  for  purposes  of 
conference. 

Section  21^06 

The  committee  amendment  directs  the  Commission  to  continue 
through  1980  its  present  practice  of  publishing  statistics  with  respect 
to  production  and  the  trade  in  synthetic  organic  chemicals.  This  pro- 
vision was  cojitained  in  the  bill  as  reported  by  the  Committee  on  "^A^ays 
and  Means  and  passed  by  the  House.  It  is  included  in  the  conunittee 
amendment  for  purposes  of  conference. 
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D.  TITLE  XXV— MISCELLANEOUS  AMENDMENTS 

1.  Sick  Pay  and  Military,  etc.,  Pension  Exclusion — Injuries  Re- 

sulting: From  Acts  of  Terrorism  (sec.  2501  of  the  bill  and  sees. 
101  and  105  of  the  Code) 

The  lomniittee  bill  exciuded  from  aross  income  military  disability 
payments  attributablo  to  combat-related  injuries. 

The  committee  believes  that  many  civilian  government  employees 
expose  themselves  to  considerable  danger  in  their  work  abroad  for  the 
government.  For  example.  U.S.  Foreign  Service  officers  have  been 
injured  and  held  hostage  during  political  crises  at  their  foreign  posts. 
Kepresentatives  at  international  conferences  have  been  the  victims  of 
guerrilla-type  terrorist  attacks.  The  committee  believes  that  all  gov- 
ernment employees  who  expose  themselves  to  such  risks  and  thereby 
suifer  injuries  in  the  course  of  their  employment  should  receive  tax 
benefits  similar  to  those  which  the  committee  provided  to  members  of 
the  Armed  Forces  who  receive  disability  payments  for  combat-related 
injuries. 

This  amendment  permits  employees  of  the  United  States  Govern- 
n)ent  or  any  of  its  branches  or  agencies,  Avho  suffer  injuries  as  a  direct 
result  of  a  violent  attack,  which  the  Secretary  of  State  determines  to 
be  a  terrorist  attack,  while  outside  the  United  States  in  the  course  of 
their  employment,  to  exclude  from  their  gross  income  any  amounts 
received  as  disability  benefits  attributable  to  such  injuries. 

It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

2.  Changes  in  Treatment  of  Foreign  Income 

a.  Ordering  of  foreign  tax  credit  carryover  (sec,  2502  of  the  bill 
and  sec.  904  of  the  Code) 

I  ndei'  pi-esent  hiw.  taxpayers  generally  are  required  to  use  any 
foreign  tax  credits  and  investment  tax  credits  arising  in  the  current 
yeai-  to  reduce  theii-  tax  liability  before  they  are  allowed  to  use  any 
credits  cariied  over  or  back  to  that  year.  However,  in  the  case  of  in- 
vestment tax  credits  arising  in  years  before  1971  (i.e.,  before  the  invest- 
mont  tax  credit  was  reenacted  in  1071),  which  were  carried  over  to 
1071  and  later  years,  these  pre-197l  carry oA^ers  are  to  be  used  before 
any  credits  arising  in  the  cui-rent  year. 

In  its  consideration  of  the  Tax  Keform  bill  the  committee  agreed 
to  allow  foreign  and  investment  tax  credit  carryovers  which  other- 
wise would  expire  in  1976  to  be  extended  for  two  additional  years 
in  order  for  the  Congress  to  have  time  to  study  further  various  pro- 
posals relating  to  the  treatment  of  these  carryovers.  In  the  case  of  in- 
vestment tax  credits  this  means  that  pre-1971  credits  still  being  carried 
forward  could  be  used  in  1977  or  1978  before  any  credits  arising  in  the 
cuiTcnt  taxa'hle  ye::i'. 
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The  coniniittee  aiiroed  to  a  furtlior  anioiulment  in  ordor  to  (Hiuate 
the  treatment  of  l'oiei<»n  tax  credit  caiiyovers  otlierwise  expirinir  in 
1976  Avitli  the  treatment  that  investment  tax  credit  carryovers  fiom 
pre-1971  years  receive.  Thus,  under  the  amendment,  any  forei<rn  tax 
credit  carryovers  which  otlierwise  would  expire  in  1976  but  which  lune 
been  extended  through  197S  are  to  be  used  first  in  1977  and  1978 
at^ainst  any  forei^i  income  received  in  those  years.  This  should  en- 
courage the  repatriation  of  foreign  earnings.  If  this  change  is  not 
made,  companies  with  foreign  tax  credit  carryovers  Avill  be  reluctant 
to  bring  high-taxed  earnings  home  if  foreign  tax  credits  which  other- 
wise Avould  be  available  for  a  carryforward  are  used  first  before  credits 
that  Avould  otherwise  expire. 

The  amendment  is  to  be  effective  for  taxable  years  ending  after  De- 
cember 31, 1975,  and  before  January  1, 1978. 

It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  by  $2  million  in  fiscal  year  1977,  $3  million  in  fiscal  year  1978, 
and  $1  million  in  fiscal  year  1981. 

6.  Exclusion  for  income  earned  abroad  (sec,  2503(a)  of  the  hill  and 
sec,  911  of  the  Code) 

The  connnittee  amendment,  while  retaining  the  exclusion  of  uj)  to 
$20,000  (or  in  some  cases  $25,000)  for  income  eai-ned  abroad  by  I'^.S. 
citizens  living  or  residing  abroad,  significantly  tightens  that  provision 
in  three  respects.  First,  the  committee  amendment  provides  that  no 
foreign  tax  credit  is  allowable  with  respect  to  foreign  taxes  paid  on  the 
excluded  income.  Second,  the  committee  amendment  provides  that 
amomits  included  in  income  are  to  be  subject  to  the  tax  rate  brackets 
which  w^ould  be  applicable  if  no  exclusion  had  been  allowed.  Third,  the 
exclusion  is  not  allowed  in  cei'tain  tax  avoidance  situations. 

The  impact  of  the  committee  amendment  may  in  a  few  cases  result 
in  individuals  being  better  off  (if  they  have  paid  substantial  amounts 
of  foreign  income  taxes)  if  there  was  no  exclusion  available  to  them. 
Accordingly,  this  amendment  provides  an  election  to  an  individual  not 
to  have  the  earned  income  exclusion  apply.  To  prevent  shifting  from 
an  exclusion  to  a  credit  system  from  year  to  year,  the  amendment  ])ro- 
vides  that  once  an  election  is  made  not  to  have  the  exclusion  apply,  it 
is  binding  for  all  subsequent  years  and  may  be  revoked  only  Avith  the 
consent  of  the  Internal  Ivevenue  Service. 

It  is  estimated  that  this  provision  will  i-esult  in  a  decrease  in  budget 
receipts  of  less  than  1^5  million  annually. 

c.  Recapture  of  foreign  losses  (sec,  2503(b)  of  the  bill  and  sec, 
904(f)  of  the  Code) 

The  committee  amendment  ])rovides  that  an  overall  foreign  loss  sus- 
tained in  a  taxable  year  beginning  after  December  31,  1975,  is  subject 
to  recapture  if  in  a  later  year  foreign  source  income  is  derived.  The 
effective  date  of  the  committee  amendment  is  December  31.  1975.  but 
an  exception  is  provided  whore  an  investment  is  substantially  Avorth- 
less  prior  to  the  efiective  date  but  where  the  loss  is  not  sustained  for  tax 
purposes  until  1976.  In  that  case  the  loss  is  not  subject  to  i-ecapture  if 
the  taxpayer  terminates  its  investment  in  the  loss  corporation  or  cor- 
porations by  either  selling  out,  or  otherwise  disposing  of,  its  invest- 
ment or  by  liquidating  its  iuA^estment  bv  the  end  of  1976. 
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111  soiuo  c-:iso<,  a  corporation  may  want  to  continue  an  investment 
bevond  1070  in  an  attempt  to  try  to  make  tlie  investment  profitable, 
altlionirh  it  may  nltimately  fail' in  that  endeavor.  This  amendment 
jn-ovides  that  if  m  loss  wouhl  qualify  for  the  exception  to  recapture 
but  for  the  fact  that  the  investment  is  not  terminated  in  1976,  if  the 
investment  is  terminated  before  January  1.  1979,  there  is  to  be  no 
re<apture  of  the  loss  to  tlie  extent  there  was  on  December  31,  1975,  a 
deficit  in  earninas  and  profits. 

It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

d.  Tax  treatment  of  corporations  conducting  trade  or  business  in 
Puerto  Rico  or  possessions  of  the  United  States  (sec.  2519  of 
the  bill  and  sees.  33,  931,  and  936  of  the  Code) 

The  committee  amendment  permits  corporations  which  qualify  for 
possessions  corporation  treatment  to  repatriate  their  earnings  on  a  cur- 
rent basis  and  have  the  dividend  eligible  for  the  dividends-received 
deductioiu  However,  the  committee  amendment  further  provides  that 
investment  income  earned  outside  of  the  possession  where  the  profits 
generating  tlie  funds  for  the  investment  were  derived  is  to  be  subject  to 
U.S.  tax  on  a  current  basis.  These  provisions  apply  to  taxable  years  be- 
ginning after  December  31,  1975. 

Possessions  corj^orations  wishing  to  take  advantage  of  the  dividends- 
received  deduction  provision  need  to  wait  until  the  enactment  of  this 
leirislation  so  that  they  can  be  assured  of  the  tax  treatment  which  a 
dividend  Avill  receive.  In  the  meantime,  these  amounts  which  will  be 
repatriated  are  in^•ested  in  income-producing  investments.  These  in- 
v(>stments  should  not  be  penalized  by  reason  of  the  delay  in  enactment 
of  the  legislation.  Accordingly,  this  amendment  provides  tliat  tliis  in- 
come is  not  to  be  subject  to  tax  even  if  derived  from  outside  of  Puerto 
Rico  or  a  possession  of  the  United  States  where  the  funds  were  derived 
if  the  taxpayer  can  satisfy  the  Internal  Revenue  Service  that  the  in- 
come was  earned  before  October  1. 1976. 

Tt  is  estimated  that  this  provision  Avill  result  in  a  decrease  in  budi^et 
receipts  of  $6  million  in  fiscal  year  1977  from  the  House  provision. 
For  fiscal  years  subse(|U('nt  to  1977,  it  is  estimated  that  this  pi'ovision 
will  not  have  any  effect  on  budget  receipts. 

3.  Treatment  of  Certain  Individuals  Employed  in  Fishing  as  Self- 
Employed  (sec.  2504  of  the  bill,  new'  sec.  3121(b)(20)  and 
sees,  1402(c)  and  3401(a)  of  the  Code,  and  new  sec.  210(a) (20) 
of  the  Social  Security  Act) 

A  pi'ovision  in  the  conunittee  bill  treats  certain  boat  crewmen  as 
self-employed  individuals  for  purposes  of  income  tax  withholding 
fi-om  wages,  the  self-em])l()yment  tax.  the  Federal  Insurance  Contribu- 
tions Act  taxes,  and  the  social  secui-ity  laws,  when  they  are  engaged 
in  takiuir  acjuatic  animal  life  under  specified  working  arrangements. 
To  qualify  under  the  new  classification  of  self-employed  individu- 
als, the  crewmen,  under  the  committee  bill,  have  to  (1)  receive  only  a 


65 

shai-o  of  thv  catch  as  rcimiiuM-at  ion,  and  {'2)  [x'rl'oriii  their  duties  on  a 
boat  with  an  opoi"atiii<2:  crew  of  less  than  six.' 

It  appears  that  many  of  the  fisliin*;  operations  tlii^  provision  was 
desionod  to  help  would  not  be  benefitted  nnder  the  provision  as  fii-st 
a<>Teed  to  by  the  committee.  The  committee  is  informed  that  niany 
fishin<j;  operations,  such  as  a  nmnber  of  tliose  oi)eratin<(  in  the  (iulf 
Sti'eam,  are  pursued  on  an  ijifoiiiial  employment  basis,  with  fiecpient 
tui'uover  of  employees  workina"  as  crewmen.  These  lishin<^  operations 
may  satisfy  the  basic  ci'iterion  of  the  committee  provision,  which  is 
that  the  crewman,  to  be  treated  as  self-employed,  nuist  receive  only  a 
share  of  the  catch  as  remuneration.  How^ever,  because  the  boats  used 
in  tliese  operations  normally  use  an  operating  crew  of  more  than  five 
individuals,  the  crewmen  serving  on  these  boats  would  not  be  treated 
as  self-employed  under  the  original  coimnittee  provision. 

In  addition,  the  connnittee  provision  treats  a  crewman  as  meeting  the 
(jualifications  for  treatment  as  self-eriiployed  only  if  his  remunera- 
tion is  a  sliare  of  the  catch  of  the  boat  upon  which  he  serves.  In 
pi'actice,  many  fishing  operations  (or  other  operations  in  which 
aquatic  animal  life,  such  as  shrimp  or  lobsters,  are  taken)  permit 
crewmen  of  one  boat  to  share  the  catch  of  several  boats.  This  procedure, 
of  coui*se,  is  primarily  designed  to  spread  whatever  catch  is  made  b}^  a 
group  of  boats  to  each  crew^nuxn,  regardless  of  the  relative  success  of 
the  crewman's  particular  vessel. 

Tlie  committee  belieA'es  this  provision  should  be  extended  in  ap- 
})lication  to  crewmen  avIio  receive  a  share  of  the  catch  of  the  entire 
group  of  boats,  in  the  case  of  an  operation  involving  more  than  one 
boat. 

This  amendment  modifies  the  provision  in  the  committee  bill  to 
provide  that  all  crewmen  on  fishing  boats  (or  boats  engaged  in  taking 
other  forms  of  aquatic  animal  life)  are  to  be  treated  as  self-employed 
individuals  if  the  operating  crew  of  the  boat  upon  wdiich  they  serve 
normally  consists  of  fewer  than  ten  individuals,  and  also  if  the  sole 
remuneration  of  these  crewmen  consists  of  a  share  of  the  catch  of  the 
boat,  or,  in  the  case  of  an  operation  involving  more  than  one  boat, 
consists  of  a  share  of  the  catch  of  the  entire  group  of  boats. 

It  is  estimated  that  this  provision  will  decrease  budget  receipts  by 
$65  million  over  the  next  five  fiscal  years. 

4.  Energy  Related  Provisions 

a.  Special  credit  for  wind-related  residential  energy  equipment 
(sec.  2505(a)  of  the  bill  and  sec,  44B  of  the  Code) 

Present  law 
Under  present  law,  no  special  tax  credit  or  deduction  is  allowed  for 
wind-related  energy  equipment  (such  as  a  traditional  windmill)  in- 
stalled with  respect  to  a  residence. 

1  Tlie  committee  report  (S.  Kept.  No.  94-938,  p.  3S5)  inadvertently  Indicated  that  another 
finalification  required  that  if  a  crewman  was  to  be  taxed  as  a  self-employed  individual,  his 
service  on  the  boat  must  be  on  a  "substantially  intermittent  basis."  The  committee,  how- 
ever, had  decided  to  omit  this  requirement  from  its  bill. 
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Reasons  for  change 
The  committee  Mieves  a  tax  credit  is  needed  for  wind-related  en- 
ergy equipment  for  much  tlie  pame  reasons  tax  credits  are  needed  (and 
provitli'd  in  the  coimuittee's  re})oi-te(l  hill)  for  solar  and  iroothennal 
(Mioriry  cHiuipnieiit.  It  is  not  pos>ihle  at  this  time  to  foresee  which  of 
these  new  industries  will  he  most  successful  at  replacin<r  fossil  fuels  in 
]>r()vidin<r  residential  eneriiy  sources.  Tlic  conunittee  helieves  it  appro- 
]n-iate,  therefore,  to  ^rant  wind-related  encr<j:y  eipiipment  the  same 
tax  tieatment  as  is  pr(nid(>d  for  solar  and  geotherinal  equipment. 

Explanation  of  provision, 

The  committee  amendment  provides  a  refundahle  income  tax  credit 
foi-  wiiul-i-oijited  enoriry  equipinent  installed  on  or  adjacent  to  a 
residence.  Like  the  solar  and  geothermal  equipment  credits,  the  credit 
for  wind-related  energy  equipment  is  40  percent  of  the  first  $1,000  of 
qualified  expenditures,  plus  25  percent  of  the  next  $6,400  (a  maximum 
credit  of  $2,000).  To  qualify,  both  the  equipment  and  its  installation 
must  be  paid  for  by  the  individual  (or  individuals)  using  the  edifice 
as  a  residence.  Thus,  the  owner  or  a  tenant  mav  qualify,  but  a  builder 
or  developer  adding  the  wind-related  equipment  to  a  house  he  does  not 
intend  to  use  as  his  residence  would  not  qualify  for  this  credit  (al- 
though he  might  qualify  for  the  investment  credit  given  under  this 
amendment  for  wind-related  energy  equipment  installed  for  commer- 
cial or  industrial  purposes). 

For  purposes  of  the  dollar  limitations  on  the  amount  of  expendi- 
tures that  may  be  taken  into  account  in  determining  the  credit,  ex- 
penditures for  solar,  heat  pump,  and  geothermal  equipment  and  in- 
stallation must  be  aggregated  with  expenditures  for  wind-related 
equipment  and  installation.  For  example,  a  taxpayer  who  has  already 
made  purchases  of  S7.400  for  solar  equipment  allowed  during  the 
credit  period  could  not  make  use  of  the  tax  credit  for  expenditures  on 
wind-related  equipment  for  the  same  residence. 

This  tax  credit  is  to  be  allowed  only  for  installations  and  expendi- 
tures made.  or.  in  the  case  of  an  accrual  basis  taxpaver,  incurred, 
through  1980.  Before  that  time,  the  committee  will  review  the  credit 
to  see  whether  it  should  be  continued  after  19(S0.  Also,  both  the  instal- 
lation and  the  ex])enditure  must  ocrur  after  June  80.  1976.  The  credit 
is  for  both  the  exDcnditures  for  wind-related  equipment  itself  and  also 
for  expenditures  for  its  installation. 

T'nlike  the  case  of  the  credit  for  installation  of  insulation  on  an 
existing  residence,  wind-related  energy  equipment  expenditures  for 
installations  on  both  existing  and  iiewly-constructed  residences  ^ 
ijualifv  for  the  credit. 

The  credit  may  be  allowed  only  for  qualified  payments  made  during 
the  year  or  other  tax  period  for  which  the  tax  return  is  filed.  To  the 
extent  that  (during  the  period  for  which  the  credit  is  in  effect)  tlu* 
taxpayer  dnring  any  prior  year  paid  for  installations  of  energy  equip- 
ment for  which  a  special  ciedit  ])]'ovided  by  this  bill  was  allowed,  the 
dollar  limitations  on  the  solar,  geothermal,  heat  pump  or  wind-related 

1  Condominium  and  cooperative  units  may  be  treated  as  separate  residences. 
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energy  expenditures  for  Avliicli  the  ciedit  is  given  must  he  reduced  hy 
tlie  ajnoiint  of  the  earlier  qualified  payments.- 

If  an  individual  who  lias  already  lieen  allowed  the  nuiximum  credit 
under  the  dollar  limitations  for  solar,  geothermal,  heat  pump,  or  w  ind- 
related  energ}^  e(]uipment  installed  on  one  lesidenee  (or  wlio  has  par- 
tially used  his  limitations)  thereafter  changes  his  residence,  the  limi- 
tations begin  again  to  run  from  zero,  and  he  may  claim  40  percent  of 
the  Hist  $1,000  paid,  and  -jr)  percent  of  the  subsequent  (jualifying  ex- 
penditu!-es  (or  half  those  amounts,  in  the  case  of  (pialilied  heat  i)uni[> 
ex])enditures)  for  e(iuipnient  installed  on  his  new  residence. 

The  wind-related  energy  equipment  for  which  the  credit  may  lie 
claimed  is  that  which  uses  wind-related  energy  to  generate  electricity 
to  heat  or  cool  a  resideu'^'e  (or  residences)  or  to  i)rovide  hot  water  for 
use  inside  it,  and  (1)  which  meets  such  standards  or  criteria  for  per- 
formance as  the  Secretary  of  Housing  and  Turban  Development  may 
prescribe,  (2)  tlie  original  use  of  which  commences  with  the  taxpayer, 
and  (o)  wliicli  has  a  useful  life  of  at  least  tliree  years. 

At  least  some  of  the  wind-related  equi])ment  for  which  this  credit  is 
provided  is  expected  to  be  used  as  an  additional  source  of  energ}^  for 
a  residence  which  also  contains  a  coiiA^entional  energy  source,  such  as 
an  oil  or  gas  furnace.  In  this  case,  the  credit,  of  course,  only  is  avail- 
able for  the  additional  eqnipment  necessary  to  permit  the  wind-related 
energy  to  function. 

If  joint  owners  install  qualified  wind-related  energy  equipment  on 
a  common  residence,  the  credit  is  to  be  apportioned  among  those  who 
paid  for  the  equipment  and  its  installation  in  accordance  with  the 
ratio  which  each  owner's  payment  bears  to  the  total  payment  during 
the  calendar  year.  Similarly,  if  one  piece  of  wind-related  equipment 
provides  energy  for  more  than  one  residence,  the  residents  who  benefit 
from  the  wind-related  energy  source  are  to  share  the  credit  according 
to  the  ratios  of  the  payment  which  they  bore. 

In  the  case  of  qualifying  expenditures  by  a  cooperative  housing 
corporation,  each  of  the  corporation's  shareholders  Avho  is  entitled  to 
occupy  a  dwelling  unit  owned  by  the  corporation,  and  who  in  fact  oc- 
cupies the  dwelling  unit  as  his  residence,  is  treated  as  the  resident  in 
that  unit  and  as  having  paid  for  the  portion  of  the  corporation's  quali- 
fying ex|>enditures  that  is  the  same  as  his  proportionate  share  of  the 
corporation's  total  outstanding  stock.  Similarly,  in  the  case  of  duplex, 
triplex,  etc.,  houses,  the  expenditure  for  wind-related  energy  may  be 
shared  among  the  respective  residents. 

Expenditures  made  by  a  resident  that  qualify  for  the  credit  would 
noi-mally  constitute  capital  expenditures  that  increase  the  tax  basis  of 
the  residence.  In  order  to  avoid  a  double  tax  benefit  (allowance  of  a 
credit  and  also  a  reduced  gain  on  sale),  the  committee  amendment  re- 
quires that  any  increase  in  basis  on  account  of  a  qualified  wind-related 
energy  expenditure  be  i-educed  by  the  amount  of  the  exj)enditure  tliat 
is  allowed  as  a  credit.  For  example,  assume  that  the  taxpayer  makes 

-'Xoto  tliat  oxTK^nditnrp"  hoforo  July  1.  1970.  nnd  installations  before  that  date  nro 
not  to  qualify  for  the  credit.  Consequently,  such  pre-July  1.  1976,  expenditures  and  in- 
stallntions  are  to  he  isriiored  in  deterniiniiig  whether  and  to  what  extent  the  expenditure 
limit  is  reached  under  this  provision. 


68 

S-J.:)()()  of  qiKililii'd  rxpiMiuitiues  of  tlic  .-ort  which  woukl  normally  in- 
i-rejiM'  liis  basis  in  his  honu'.  The  nmxininni  credit  allowable  in  this  case 
is  s7Tr»  (40  percent  of  the  tirst  $1,000,  i)lus  25  percent  of  the  remaining 
Sl.:>00).  (\)nse(iiiently.  the  taxpayer's  basis  in  his  home  would  be  in- 
<-ivascd  bv  Sl.T'-!.")  (tlie  ^J.^^OO  of  "expenditure^  minns  the  $77.")  of  tax 
credit). 

The  wind-related  eneriry  ecpiipment  credit  is  a  refundable  credit.  As 
a  result,  a  taxpayer  whose  tax  liability  is  less  than  the  amount  of  the 
credit  would  receive  a  refund  of  the  diti'erence.  while  the  amount  of 
biis  credit  that  eipials  the  amount  of  his  tax  liability  would  be  avail- 
able to  eliminate  that  liability. 

The  House  bill  contains  no  comparable  provision. 

Effective  date 
The  committee  amendment  makes  the  credit  available  in  cases  in 
which  both  the  expenditure  and  the  installation  of  the  qualifying  equip- 
ment occurred  on  or  after  July  1, 1076.  and  before  January  1, 1981.  Be- 
fore the  credit  period  expires  after  December  31,  1980,  the  committee 
intends  to  reexamine  the  usefulness  of  this  credit  approach  and  the 
availability  of  other  approaches  to  secure  the  necessary  energy  savings. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrea.se  in  budget 
recei[)ts  of  less  than  $5  million  annually. 

b.  Special  investment  credit  for  wind-related  energy  equipment 
used  in  the  production  of  electricity  {sec.  2505(b)  of  the  bill 
and  sec,  46 A  of  the  Code) 

Present  law 
Under  present  law,  a  10-percent  investment  credit  is  permitted  for 
the  capital  costs  of  several  types  of  business  machinery,  equipment, 
and  facilities  used  in  a  trade  or  business  or  held  for  the  production  of 
income.  As  a  facility  used  as  an  integral  part  of  the  production  of 
electrical  energy,  wind-related  energy  equipment  used  to  generate 
electricity  ma}^  be  entitled  to  the  investment  credit  of  present  law 
(sec.  4S(a)  (1)  (B)  (i) ).  unless  it  is  a  structural  component  of  a 
building. 

Reasons  for  change 
The  committee  believes  it  is  impoitant  to  encourage  the  develop- 
men.t  of  new  methods  of  generating  electricity  that  do  not  involve  the 
consumption  of  fossil  fuels.  Through  the  use  of  a  special  investment 
credit  for  this  purpose,  the  committee  hopes  to  help  preserve  an  ade- 
quate supply  of  electrical  energy  for  our  industrial  and  business  needs, 
while  simultaneously  conserving  fossil  fuel  and  mitigating  fossil  fuel 
energy  shortages.  Since  the  use  of  windmills  in  the  generation  of 
electricity  is  in  a  new  stage  of  development,  in  which  new  and  more 
eflicient  ways  of  producing  electricity  through  the  use  of  windmills 
arc  being  discovered,  the  committee  believes  a  tax  credit  is  needed  to 
encourage  this  new  development  to  continue  at  a  more  rapid  pace 
than  could  otherwise  be  expected. 
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Explanation  of  provision 
The  committee  amendment  extends  tlie  investiiuMit  credit  (at  an  in- 
creased rate  for  a  limited  period  of  time)  to  wind-related  energy 
equipment  (such  as  windmills)  installed  for  use  in  the  trade  or  busi- 
ness of  producing  electricity  or  to  <^enerate  electricity  for  use  in  a 
trade  or  business.  The  amount  of  the  credit  is  to  be  520  percent  of  the 
qualified  wind-related  eneroy  equipment  installation  investment  after 
May  25,  1976,  and  before  January  1,  1982.  After  that  time,  the  credit 
is  reduced  to  10  percent  for  this  type  of  investment  through  1986.^  lioth 
the  20-percent  and  the  10-percent  credits  apply  to  the  costs  of  the 
wind-related  energy  equipment  itself,  as  well  as  the  costs  of  its  installa- 
tion. 

The  credit  is  to  be  applicable  whether  or  not  the  wind-related  energy 
equipment  would  othenvise  fail  to  (pialify  for  the  general  investment 
credit  because  it  is  a  structural  component  of  a  building. 

In  the  case  of  wind-related  energy  property  under  construction  on 
Ma}"  25,  1976,  this  special  investment  credit  is  to  apply  only  to  that 
portion  of  the  basis  of  the  property  which  is  attributable  (in  accord- 
ance vrith  Treasury  regulations)  to  construction,  reconstruction,  or 
erection  after  that  date. 

This  credit  is  not  to  apply  to  any  equipment  acquired  by  the  tax- 
payer with  amounts  paid  himx  as  a  grant  by  the  Federal  Government, 
or  by  any  of  its  agencies  or  instrumentalities,  unless  the  grant  was 
made  in  the  form  of  a  loan  or  a  loan  guarantee. 

In  addition  to  the  20-  and  10-percent  special  investment  credits,  an 
additional  2-percent  investment  credit  is  to  be  available  for  taxpayers 
who  establish  or  maintain  an  appropriate  employee  stock  ownership 
plan  to  which  the  employer  contributes  stock  equal  to  2  percent  of  the 
qualified  investment  in  the  wind-related  enei'gy  property.- 

The  House  biircontains  no  comparable  provision. 

Effective  date 
To  qualify  for  the  20-percent  credit,  the  wind-related  energy  ecjuip- 
ment  must  be  acquired,  constructed,  reconstructed,  or  erected  by  the 
taxpayer  after  ]May  25,  1976.  and  placed  in  service  befoi-e  January  1. 
1982.  Similarly,  to  qualify  for  the  10-percent  credit  allowance  ap):)li- 
cable  after  1981,  the  equipment  must  be  placed  in  service  after  De- 
cember 31,  1981,  and  before  January  1,  1987.  In  the  case  of  both 
])re-1982  and  pre-1987  wind-i'elated  energy  property,  however,  instal- 
lations of  equipment  after  those  periods  may  qualify  for  the  invest- 
ment credit  of  20  percent  and  10  percent,  respectively,  in  certain  cases 
of  binding  contracts  entered  into  before  those  years,  under  circum- 
stances described  in  section  49. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

^  Thp  applicablp  investment  credit  for  wind-related  enerpv  property  after  1981.  and  before 
in;57.  is  to  be  10  percent  regardless  of  whether  the  general  inrestment  credit  rale  at  that 
time  is  10  percent. 

-  Sep  section  oOl  (d)  of  the  Tax  RediK  tion  Act  of  197.")  (P.L.  94-12.  89  Stat    •~>^) 
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5.  Sliding-Scale  Inclusion  Ratio  for  Capital  Gains  (sec.  2506  of  the 
bill  and  sec.  1202  of  the  Code) 

Present  law 
Individuals  (and  estates  and  trusts)  ma}'  deduct  from  i^ross  income 
ono-half  of  the  excess  of  their  lonfr-term  capital  gains  over  their  short- 
to  nn  capital  losses. 

licason.s  for  change 

The  committee  l>elieves  that  the  tax  on  capital  <]:ains  should  be 
reduced  for  assets  that  have  been  held  for  lon<x  periods  of  time.  This 
reduction  is  desirable  because  of  the  need  to  encourage  additional 
savings  by  individuals,  particularly  in  equity  securities,  and  to  im- 
prove the  mobility  of  capital  in  the  economy. 

In  1975,  Americans  saved  only  8.3  percent  of  their  disposable  per- 
sonal income.  This  rate  is  lower  than  that  achieved  by  virtually  every 
other  major  industrialized  country.  Meanwhile,  the  nation  has  vast 
unmet  investment  needs.  The  nation  needs  capital  for  expansion  in 
industries  where  there  have  boon  shortages.  >\\c\\  as  the  stool,  paper, 
and  chemical  industries :  for  additional  housing :  for  pollution  control ; 
and  for  greater  self-sufficienc}'  in  energy-.  Unless  the  Federal  Govern- 
ment can  run  budget  surpluses,  vrhich  is  imlikely  in  view  of  the  fact 
that  there  have  l)een  budget  deficits  in  ten  of  the  past  eleven  years,  these 
investment  needs  can  be  met  only  by  increased  private  savings.  This, 
in  turn,  requires  more  favorable  tax  treatment  of  the  income  from 
capital. 

The  committee  believes  that  lower  capital  gains  taxes  will  have 
several  beneficial  effects  on  the  economy.  It  will  encourage  individuals 
to  save  by  purchasing  assets  on  which  they  expect  to  receive  capital 
gains,  including]:  common  stocks.  Additional  equity  investment  is 
needed  in  the  United  States  to  finance  new  businesses,  which  tradi- 
tionally rely  on  equity  financing,  and  to  enable  existing  corporations 
to  reduce  their  debt-to-equity  ratios,  which  have  become  dangerously 
high  in  recent  years. 

The  lower  capital  gains  rates  will  also  improve  the  mobility  of 
capital  in  the  economy.  Because  capital  gains  on  an  asset  are  subject 
to  taxation  when  the  asset  is  sold,  individuals  are  discouraged  from 
sol  line:  assets  in  order  to  postpone  their  capital  gains  tax.  This  so- 
called  "lock-in  effect"  means  that  some  corporations,  on  whose  secu- 
rities there  are  substantial  accrued  capital  gains,  can  raise  capital 
more  cheaply  than  other  corporations,  which  causes  inefficient  allo- 
cation of  capital  between  companies.  The  sliding  scale  should  reduce 
this  lock-in  effect. 

Explanothn  of  proinsioii 
The  bill  provides  a  capital  gains  deduction  (in  addition  to  the  exist- 
ing 50-percent  deduction)  equal  to  one  percent  of  an  individual's 
capital  gain  on  an  asset  multiplied  l)v  the  number  of  yoai^s  in  excess 
of  five  years  that  the  asset  was  held.  The  additional  deduction  on  each 
asset  is  to  be  limited  to  20  percent  of  the  capital  gain  on  that  asset 
(for  holding  periods  exceeding  25  years).  Also,  a  taxpayer's  total 
for  ])f)th  deductions  is  to  Ix^  no  more  tlian  75  percent  of  his  net  capital 
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gain  (tlip  excess  of  his  net  long-term  capital  gains  over  net  short- 
term  capital  losses). 

The  additional  capital  gains  deduction  is  to  be  available  only  for 
certain  assets.  These  include  securities,  real  property,  partnershij) 
interests,  and  business  goodwill  of  proprietorships.  In  the  case  of 
goodwill,  the  amount  of  the  sales  price  that  the  seller  may  allocate 
to  goodwill  cannot  exceed  the  amount  that  the  purchaser  allocates  to 
goodwill.  This  limitation  is  designed  to  prevent  taxpayers  from  allo- 
cating a  disproportionate  share  of  their  capital  gain  to  goodwill. 
Qualifying  assets  include  those  held  by  pass-through  entities  where 
gains  realized  by  the  entity  are  includible  in  gross  income  of  the 
taxpa3'er. 

The  amendment  repeals  the  alternative  tax  rate  of  25  percent  on 
the  initial  $50,000  of  net  long-tern.i  capital  gains  of  individuals. 

The  rules  for  determining  holding  periods  wdll  generally  Ixi  those 
currently  used  to  distinguish  short-term  and  long-term  capital  gains. 
In  the  case  of  real  property,  however,  the  rules  will  general^  be  those 
used  to  determine  the  phaseout  of  the  depreciation  recapture  pro\-ision 
in  section  1250,  except  for  certain  involuntary  conversions  and  like- 
kind  exchanges  where  the  property-owner  will  be  able  to  tack  the 
holding  period  of  the  old  property  onto  that  of  the  new  property. 
There  are  also  rules  defining  substantial  additions  to  basis.  These  will 
require  the  taxpayer  to  consider  the  addition  as  a  separate  asset  with 
its  own  holding  period. 

The  House  bill  does  not  contain  a  comparable  provision. 

Ejfective  date 
The  additional  exclusion  will  apply  to  all  gains  on  assets  sold  dur- 
ing taxable  years  beginning  after  December  ?A.  1977. 

Revenue  effeet 
It  is  estimated  that  this  provision  will  decrease  budget  recei]")ts  by 
$710  million  in  fiscal  year  1979,  S791  million  in  fiscal  year  1980,  and 
$870  million  in  fiscal  year  1981. 

6.  Pensions,  ESOP's  and  Related  Items 

a.  Taxable  status  of  Pension  Benefit  Guaranty  Corporation  (sec. 
2507  of  the  bill  and  sec.  4002(g)  of  the  Employee  Retirement 
Income  Security  Act  of  1974) 

Present  laio 

Under  present  law  (sec.  501(c)  (1) ),  a  corporation  organized  under 
an  Act  of  Congress  is,  in  general,  not  exempt  from  Federal  income 
taxation  unless  that  Act  (either  in  its  original  or  in  an  amended  and 
supplemented  form)  specifies  that  the  corpoi-ation  is  to  be  exempt. 

The  Pension  Benefit  Guaranty  Corporation  (PBGC)  vras  estab- 
lished by  title  IV  of  the  Employee  Betirement  Income  Security  Act 
of  1974  (I^RISA),  primai'ily  to  administer  a  pension  plan  termina- 
tion insurance  progi-am.  The  PBGC  guarantees  certain  yested  retire- 
ment benefits  (within  limitations)  that  would  otherwise  be  lost  to 
workers  because  of  failure  of  their  retirement  plans.  ERISA  exempts 
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tho  IMUIC  fioin  Swito  or  local  taxation  (KlilSA.  sec.  4(K)L>(ir)  ( 1 ) ), 
with  a  lew  specific  exce])tions,  but  does  not,  in  teiins,  provide  for  ex- 
emption of  the  P]^(t('  fi-om  Federal  income  taxation. 

The  PBGC  does  not  fall  witliin  any  of  tlie  otlier  cate^^ories  of 
orirauizations  entitled  to  Federal  income  tax  exemption.  It  lacks  a 
charitable  or  other  puri)()se  (required  mider  sec.  r)01(c)(o)),  and, 
while  it  j)romotes  social  welfare,  it  lacks  th(^  membership  chai'acteris- 
tic  (I'ecjuired  by  sec.  r)()l(c)  (4) ). 

As  a  result,  it  appears  pro})able  that  the  PBGC  would  be  treated  as 
subject  to  Federal  income  taxation.^ 

Recismis  for  change 
The  Con^rress  intended  the  PBGC  to  be  exempt  f  i-om  Fe^leral  taxa- 
tion, but  this  exem])tion  was  apparently  deleted  from  the  linal  bill 
throu<i:h  an  oversight. 

Explanation  of  provision 

The  committee  amendment  modifies  section  4002(g)  (1)  of  EKISA 
to  exempt  the  Pension  Benefit  Guaranty  Corporation  from  any  Fed- 
eral taxation,  except  with  respect  to  taxes  under  the  Federal  Insur- 
ance Contributions  Act  (social  security)  and  the  P^ederal  I^nemploy- 
ment  Tax  Act.-  The  exemption  is  to  extend  to  the  PBGC  botli  in 
its  corporate  capacity  and  in  its  capacity  as  a  trustee  for  termi- 
nated retirement  plans.  The  exemption  extends  to  the  corporation's 
l)roperty,  franchise,  capital  reserves,  surplus,  and  to  its  income.  The 
exempt  income  is  to  include,  of  course,  the  income  earned  by  corporate 
investments  out  of  jiremium  payments  and  to  income  earned  by  plans 
for  which  the  PB(iC  is  acting  as  a  fiduciary. 

The  House  bill  does  not  contain  a  comparable  provision. 

Effective  date 
TJie  amendment  to  ERISA  is  eifective  from  September  2,  11)74 
(the  date  of  ERISA's  enactment).  Thus,  the  exemption  of  the  PBGC 
from    Federal    taxation    is    to    operate    retroactively,    as    well    as 
prospectively. 

Revenue  effect 
This  amendment  clarifies  the  original  intent  of  the  Congress  and 
does  not  have  any  revenue  effect. 

b.  Level  premium  annuity  contracts  held  by  H.R,  10  plans  (sec, 
2508  of  the  bill  and  sec.  415(c)  of  the  Code) 

Present  hi'to 
Under  present  law,  if  an  owner-empWee  ^  is  covered  by  a  tax- 
qualified  plan  (an  *TI.R.  10  plan''),  the  employer  is  not  permitted  to 
contribute  to  the  plan  more  than  $7,500  or  15  percent  (whichever  is 
less)  of  the  owner-employee's  earned  income  (sees.  401(d)  (5)  and  404 


^  As  a  practical  matter,  the  PBCC's  Federal  income  tax  liabilities  would  be  primarily 
on  accoiint  of  premiums  paid  for  plan  termination  Insurance  coverapre  and  investment 
income  parned  on  these  premiums,  as  well  as  on  account  of  the  Investment  income  earned 
throMfrh    the   operation    of   terminated   plans   in    the   PBOC's   fiduciary   capacity. 

2  Imposed  under  chapters  21  and  23.  resnectively,  of  the  Code. 

J  An  owner-employee  Is  an  employee  who  owns  the  entire  interest  In  an  unincorporated 
trade  or  business  or.  in  the  case  of  a  partnership.  \n  a  partner  who  owns  more  than  10 
percent  of  either  the  capital  Interest  or  the  profits  interest  in  that  partnership  (sec.  401 
(c)(3)). 
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(e)).  If  the  plan  is  funded  ^vitll  lovel  premium  annuity  contracts, 
under  which  a  fixed  premium  of  $7,500  or  less  is  paid  without  regard 
to  the  ov.ner-ejnployee's  earnings,  present  law  dealing  specifically  with 
H.R.  10  plans  (1)  permits  contributions  to  be  made  to  the  plan  in  an 
amount  sufficient  to  pay  the  premiums  on  the  contract  (subject  to  the 
requireriient  tliat  the  premium  not  exceed  the  owner  employee's  ayer- 
age  deductible  amounts  for  a  o-year  period),  but  (2)  does  not  allow  a 
deduction  for  amounts  contributed  for  the  owner-employee  in  excess 
of  IT)  percent  of  his  earned  income  (sees.  401(d)  (5),  401  (e),  and  404 
(e)).  Howeyer,  under  a  separate  provision  which  provides  overall 
limitations  on  contributions  to  all  qualified  plans  (sec.  415),  the  con- 
tributions on  behalf  of  an  owner-employee  cannot  exceed  25  percent  of 
his  earned  income.  (That  provision  is  modified,  in  the  case  of  certain 
lower-income  owner-employees,  by  another  i^rovision  in  this  bill — sec. 
1503  of  the  bill  as  reported  by  the  committee,  the  so-called  "jockeys 
amendment*'.) 

Re-asons  for  change 
The  25-percent  overall  limitation  frustrates  the  H.R.  10  plan  pro- 
visions regarding  level  premium  annuity  contracts  which  would  other- 
wise permit  nondeductible  plan  contributions  to  be  made  even  though 
they  exc-eed  15  percent  of  the  owner-employee's  earned  income.  If  the 
25-pereent  rule  is  not  modified,  the  committee  is  concerned  that  many 
H.R.  10  plans  would  not  be  able  to  be  continued  in  their  present  fonn. 

Explanaticm  of  prov'mon 
The  amendment  permits  contributions  to  be  made  to  an  H.R.  10  plan 
on  behalf  of  an  owner-employee  under  annuity  contracts  despite  the 
overall  25-percent  limitation  if  no  other  amounts  are  added  to  his 
account  for  the  year  under  any  other  defined  contribution  plan  or  tax- 
sheltered  annuity  maintained  by  the  employer  or  a  related  employer 
and  if  the  employee  is  not  an  active  participant  for  the  year  in  a  de- 
fined benefit  plan  maintained  by  the  employer  or  a  related  employer. 
Under  the  amendment,  the  overall  limitations  which  apply  where  an 
employee  participates  in  both  a  defined  contribution  plan  and  a  defined 
benefit  plan  are  not  changed.  Xo  comparable  i)royision  is  included  in 
the  House  bill. 

Effective  date 
The  amendment  applies  for  years  beginning  after  December  31, 
1975,  the  effective  date  of  the  overall  limitations. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

c.  Employee  stock  ownership  plans  (sec.  2517  of  the  bill,  sec.  301 
(d)  of  The  Tax  Reduction  Act  of  1975,  and  sees.  401  and 
4975  of  the  Code) 

The  committee  amendment  makes  several  changes  in  present  law 
relating  to  employee  stock  ownership  plans  (sec.  804  of  the  bill,  as  re- 
ported by  the  committee).  After  further  consideration,  the  committee 
decided  that  certain  of  these  amendments  sliould  be  more  closely  co- 
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ordinatrd  \vitli  tlio  Coininittce  on  l^abor  niul  I'lihlic  Wei  lure  ])i'1'( 
any  action  is  taken.  Accordingly,  the  committee  decided  to  delete  them 
from  its  amendment.  These  provisions  wonkl  have — 

(1)  required  employee  stock  ownership  ^^I'^ins  funded  with  invest- 
ment tax  credit  to  provide  broader  coverage  of  employees  (sec.  80i 
(c)  (5)  of  the  bill,  as  reported),  and 

{'2)  ended  the  treatment  of  an  employee  stocic  ownership  plan  as  a 
pension  or  welfare  plan  under  Federal  law  other  than  tax  law  (sec. 
804(g)  of  the  bill,  as  reported). 

d.  Election  not  to  participate  in  an  employee  stock  ownership 
plan  (sec,  2517  of  the  bill,  sec,  301(d)  of  the  Tax  Reduction 
Act  of  1975,  and  sec,  4975  of  the  Code) 

Present  law 
Present  law  is  silent  as  to  whetlier  an  employee  is  to  have  a  clioice 
to  participate  or  not  in  a  pension,  proiit-sharing,  or  other  qualified 
plan.  Any  such  right  to  be  included  or  excluded  depends  on  the  pro- 
visions of  the  plan.  However,  the  plan  may  lose  its  qualified  status  if 
it  fails  to  satisfy  breadth-of-coverage  requirements  in  the  law  (sec. 
410). 

Reasons  for  change 

The  committee  believes  that  increased  ownership  in  corporations  by 
employees  is  desirable  from  several  standpoints.  It  provides  a  way  of 
increasing  an  employee's  interest  in  the  productivity  and  success  of  the 
company  he  is  working  for,  it  provides  a  form  of  savings  for  the  em- 
])loyee,  aiid  at  the  same  time  it  })rovides  a  new  source  foi'  capital  for 
the  company.  The  committee  believes  that  all  of  these  purposes  are 
worthwhile  and  should  be  encouraged.  The  committee  view  in  this  re- 
gard is  indicated  by  the  fact  that  in  the  committee  amendment  previ- 
ously offered  a  provision  was  made  for  an  additional  2  percentage 
l)oints  of  investment  credit  in  cases  where  the  tax  savings  resulting 
Avere  made  available  for  employee  stock  ownership  plans. 

At  the  same  time,  however,  the  committee  does  not  believe  that 
employees  should  be  forced  to  participate  in  employee  stock  owner- 
shij)  ])lans  against  their  own  desire.  In  fact,  by  making  such  ]-)lans 
voluntary  with  the  employee,  it  is  anticipated  that  em})loyee  interest 
in  them  will  be  raised  and  that  the  terms  under  Avhich  such  plans  may 
be  offered  will  be  more  attractive  from  the  emplo3^ee  standpoint.  For 
these  reasons  this  amendment  permits  an  employee  to  elect  out  of  an 
emplo3^ee  stock  ownership  plan. 

Explanation  of  provision 

The  amendment  provides  that  an  employee  stock  ownei-sliip  plan 
must  permit  an  employee  to  opt  out  of  the  plan  before  the  olst  day 
aftei-  he  first  becomes  eligible  to  participate  in  the  ])lan.  Also,  if  a  con- 
A'entional  plan  is  amended  to  become  an  employee  stock  ownershi]) 
plan,  under  the  plan  as  ameJided  the  employee  miist  be  given  the  right 
to  opt  out  of  the  plan  before  the  31st  day' after  the  later  of  the  date 
of  the  plan  amendment  or  its  effective  date. 

Under  the  committee  amendment  the  plan  is  not  required  to  allow 
an  employee  to  opt  out  of  the  plan  if  he  is  included  in  a  unit  of  em- 
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ployeos  ckscribod  in  section  410(b)  (2)  (A)  (relatincr  to  exclusion  of 
certain  employees).  The  provision  added  by  the  anicndnient  is  satis- 
fied if  all  employees  who  are  included  in  such  a  unit  are  bound  by  the 
decision  of  the  unit  regarding  participation. 

The  amendment  does  not  have  any  effect  on  the  requirement  that  an 
employee  stock  ownership  plan  satisfy  the  breadth-of-coverage  provi- 
sions in  the  law  (sec.  410)  in  order  to  be  qualified. 

Effective  date 
The  amendment  applies  after  December  31,  19TG. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  an  increase  in  budget 
receipts  of  less  than  $5  million  annually. 

7.  Tax-Exempt  Orj?anizations  and  Charitable  Contributions 

a.  Unrelated  business  income  from  services  provided  by  a  tax- 
exempt  hospital  to  other  tax-exempt  hospitals  (sec,  2509  of 
the  bill  and  sec,  513  of  the  Code) 

Present  laio 
Present  law  (sees.  511  through  514)  imposes  a  tax  on  the  unrelated 
business  income  of  most  exempt  organizations,  including  hospitals 
v/hich  are  exempt  under  section  501(c)(3)  (relating  to  organiza- 
tions organized  and  operated  for  religious,  charitable,  scientific,  edu- 
cational, etc.  purposes).  The  term  "unrelated  trade  or  business"  is  de- 
fined (sec.  513)  as  any  trade  or  business  the  conduct  of  which  is  not 
substantially  related  (aside  from  the  need  of  such  organization  for 
income  or  funds  or  the  use  it  makes  of  the  profits  derived)  to  the 
exercise  or  performance  by  such  organization  of  any  religious,  chari- 
table, scientific,  educational,  etc.,  purpose.  In  Eev.  Rul.  69-633,  1969-2 
CB  121,  the  Internal  Revenue  Service  ruled  that  income  which  a  tax- 
exempt  hospital  derives  from  providing  laundry  services  to  other 
tax-exempt  hospitals  constitutes  unrelated  business  taxable  income  to 
the  hospital  providing  the  services,  since  the  providing  of  services 
to  other  hospitals  is  not  substantially  related  to  the  exempt  purposes 
of  the  hospital  providing  the  services. 

Reasons  for  change 

Under  present  law,  a  tax-exempt  hospital  which  directly  provides 
certain  services  needed  in  its  function  as  an  exempt  hospital  is  not 
taxed  on  the  imputed  income  from  those  services.  In  addition,  under 
present  law  (as  expanded  by  other  amendments  made  by  the  commit- 
tee), several  tax-exempt  hospitals  can  create  and  operate,  on  a  coop- 
erative basis,  a  new  tax-exempt  organization  to  provide  those  services 
to  its  members. 

However,  it  is  often  impractical  for  a  number  of  small  hospitals  to 
perform  these  services  directly  or  to  create  a  separate  cooperatively- 
operated  organization  to  provide  these  services.  Instead,  it  may  be 
more  practical  for  one  hospital  to  provide  these  services  to  several 
small  tax-exempt  hospitals  for  a  fee.  The  committee  believ^es  that  such 
arrangements  should  be  encouraged  since  they  often  result  in  a  cost 
savings  to  the  hospital  and  its  patients.  Moreover,  the  committee  does 
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not  ht'licN'r  that  a  ho.-pital  pi<)\iilin<i"  >\U']\  xTviccs  Mihr-tainiaHy  com- 
petes with  other  oi-iiaiiizations  which  arc  not  lax-cxcinpt. 

Ejcplanat'ion  of  prorJ^sion 
The  coininittee  aincndincnt  provides  that  a  hospital  is  not  en^a<;ed 
in  an  nnrelatod  trade  or  business  simply  because  it  provides  services 
to  other  hospitals  if  those  services  could  have  been  provided,  on  a  tax- 
free  basis,  by  a  cooperative  or<2:anization  consistin<r  of  several  tax- 
oxenipt  h()sj)itals.  The  exclusion  from  the  unrelated  business  tax  ap- 
plies only  where  the  services  are  provided  only  to  otiier  tax-exempt 
liospitals.  each  one  of  v/hich  lias  facilities  to  serve  not  more  than  100  in- 
])atients,  and  (2)  the  services  wouhl  be  consistent  with  the  i-ecipient 
liospital's  exempt  purpose. 

Effective  date 
This  amendment  applies  to  all  "open"  taxal)le  yeai*s  to  which  the 
Internal  Revenue  Code  of  1954  applies. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

b.  Hospital  laundry  facilities  (sec.  2509  of  the  bill  and  sec,  501(e) 
of  the  Code) 

Present  Jaw 
Under  present  law  (sec.  501(e)),  certain  cooperatively-operated 
service  organizations  which  have  been  created  by  tax-exempt  hospitals 
are  also  considered  to  be  tax-exempt  charitable  organizations.  In 
order  to  qualify  for  that  tax-exempt  status,  a  hospital  service  or- 
ganization (1)  nmst  be  organized  and  operated  solely  to  perform  cer- 
tain spe<?ified  services  which,  if  performed  directly  by  a  tax-exempt 
hospital,  would  constitute  activities  in  the  exercise  or  performance  of 
the  purpose  or  function  constituting  the  basis  for  its  exemption,  and 
(*2)  must  perform  these  services  solely  for  two  or  more  tax-exempt 
hospitals.  That  provision  does  not  apply  to  organizations  which  per- 
form services  other  than  those  listed  in  the  statute,  such  as  laundry 
services.  (See  H.  Kept.  1533,  90th  Cong.,  2d  Sess.)  In  Rev.  RuL 
f)9-633,  1969-2  (^B  121,  the  Internal  Revenue  Service  ruled  that  a 
cooperatively-operated  organization  performing  laimdry  facilities  for 
various  tax-exempt  hospitals  is  not  exempt  under  that 'provision,  but 
may  qualify  for  tax  treatment  as  a  cooperative  under  sections  1381 
to  1383  of  the  Code. 

Reasons  for  change 

lender  present  law,  it  is  possible  for  a  cooperatively-o|x^rated  laundry 
facility  to  avoid  paying  any  Federal  income  tax  if  it  returns  any  ex- 
cess income  to  its  exempt  hospital  members  as  patronage  dividends. 

The  connnittee  believes  that  it  is  appropriate  to  encourage  the  crea- 
tioji  and  operation  of  cooperative  sei'vice  ortranizations  by  exempt  hos- 
pitals l)ecause  of  the  cost  savings  to  the  hospitals  and  their  patients  that 
i-esult  from  providing  certain  services,  such  as  laundry  and  clinical 
services,  on  a  cooperative  basis.  ^Moreover,  exemption  from  State  taxa- 
tion which  this  woidd  facilitate  in  many  cases  would  be  particulai-ly 
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helpful  ill  the  case  of  laiiiHlry  and  clinical  services,  since  they  require 
relatively  substantial  investments  in  plant  and  equipment. 

Explanation  of  provision 
The  committee  amendment  adds  the  performance  of  laundry  and 
clinical  services  to  the  types  of  sei'\'ices  that  can  be  performed  on  a 
cooperative  basis  by  tax-exempt  hospitals.  Thus,  it  is  permissible, 
under  the  committee  ameiulment,  for  tax-exempt  hospitals  to  create  a 
cooperative  service  or<2:anization  to  provide  a  laundry  and  clinical 
facilities  to  these  hospitals. 

Effective  date 

The  amendment  is  effective  for  taxable  vears  ending  after  December 
31,  1976. 

Revenue  effect 

It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

c.  Donation  of  Government  publications  (sec,  2510  of  the  bill  and 
sec.  1221  of  the  Code) 

Present  law 
In  most  situations.  Government  publications  received  by  taxpayers 
without  charge  (e.g.,  copies  of  the  Congressional  Record  received  by 
Members  of  Congress)  or  at  a  reduced  price  are  treated  as  capital 
•assets  under  current  law.  One  consequence  of  that  treatment  is  that 
taxpayers  can  claim  a  deduction  for  the  full  fair  market  value  of 
any  Government  publication  which  they  contribute  to  a  charity  (such 
as  a  library  or  a  university)  for  a  use  related  to  the  charity's  exempt 
purpose.  Even  where  the  publications  are  given  to  a  charit}^  which 
would  not  use  them  in  a  manner  related  to  its  exempt  purpose,  an 
individual  taxpayer  can  claim  a  charitable  contribution  deduction  for 
the  amount,  if  any,  paid  for  the  Government  publication  and,  in  addi- 
tion, one-half  of  the  difference  between  that  amount  and  tlieir  fair 
market  value. 

Reasons  for  charge 
The  committee  believes  that  an  unwarranted  double  benefit  can  be 
obtained  under  current  law  where  taxpayers  can  both  receive  publica- 
tions from  the  Governm.ont  free  (or  for  less  than  the  price  at  which 
those  publications  are  sold  to  the  public),  and  can  also  reduce  their 
income  taxes  by  giving  away  those  Government  publications  to  charity 
and  claiming  a  deduction  for  the  fair  market  value  of  the  publications. 

Explanation  of  provision 
Under  the  committee  amendment,  U.S.  Government  publications 
which  are  received  by  any  taxpayer  from  the  Government  without 
charge  or  below  the  price  at  which  they  are  sold  to  the  general  public 
are  no  longer  to  be  treated  as  capital  assets  in  the  hands  of  the  tax- 
payer receiving  the  publications.  This  treatment  is  also  to  apply  to 
any  Government  publication  held  by  a  taxpayer  in  whose  hands  the 
basis  of  that  publication  is  determined  by  reference  to  its  basis  in  the 
hands  of  a  person  receiving  it  free  or  at  a  reduced  price  (for  example, 
if  a  Member  of  Congress  gives  to  another  person  the  Congressional 


78 

Ivi'cords  that  tlio  MiMiibcr  liad  rrcoixcd   fi(H\  tlu>n  that  othor  person 
would  bo  treated  tlie  same  as  the  Meinl)er  iiikKm-  this  i)r()visioii). 

One  result  of  treatin<r  Govennnent  publications  uiuhT  thes(»  i-ireuin- 
stances  as  non-capital  assets  is  that  if  such  a  taxpayer  contributes  the 
publications  to  ciuirity.  then  lie  will  in  eti'ect  be  able  to  deduct  only  tlio 
amount,  if  any,  lie  i)aid  for  the  i)ublications.  Another  i-esult  is  that  if 
such  a  taxpayer  sells  the  pnblications,  the  ^rain  on  the  sale  will  be  sub- 
ject to  tax  at  ordinary  income  rates  rather  than  capital  piins  rates. 

Effective   date 
This  amendment  applies  to  Government  jMiblications  contributed  or 
sold  after  the  date  of  the  bill's  enactment. 

Rercnve  effect 
It  is  estimated  that  this  ]n'ovision  will  result  in  an  increase  in  bud^iret 
receipts  of  less  than  $5  million  annnally. 

d.  Certain  charitable  contributions  of  inventory  (sec,  2511  of  the 
bill  and  sec.  170  of  the  Code) 

Present  lain 

Under  present  law  (sec.  170(e) ) ,  a  taxpayer  who  makes  a  charitable 
contribution  of  property  mnst  reduce  the  amonnt  of  the  deduction 
(from  fair  market  value)  by  the  amount  of  ordinary  gain  he  would 
have  realized  had  the  property  been  sold  instead  of  donated  to  charity. 
(Under  certain  circumstances,  a  tax[)ayer  may  have  to  reduce  the 
amount  of  his  charitable  contribution  by  a  portion  of  the  capital  gain 
he  would  have  received  if  the  })roperty  had  been  sold.)  Thus,  the  donor 
of  appreciated  ordinar}^  income  property  (property  the  sale  of  which 
would  not  give  rise  to  long-term  capital  gain)  may  deduct  only  his 
basis  in  the  property  rather  than  its  full  fair  market  value. 

"When  this  rule  was  added  to  the  Code  in  1969,  it  was  intended,  in 
part,  to  prevent  the  abuse  situations  in  which  taxpayers  in  high  mar- 
ginal tax  brackets  and  corporations  could  donate  to  charity  substan- 
tially appreciated  ordinary  income  property  and  actually  be  better 
off,  after  tax,  than  they  would  have  been  if  they  had  sold  the  proper- 
ties and  retained  all  the  after-tax  proceeds  of  the  sales. 

Reasons  for  change 

The  rules  that  provide  that  the  donor  of  appreciated  ordinary  income 
property  can  deduct  only  his  basis  in  the  property  have  effectively 
eliminated  the  abuses  which  led  to  their  enactment;  however,  at  the 
same  time,  they  have  resulted  in  reduced  contributions  of  certain  tyj^es 
of  property  to  charitable  institutions.  In  })articular,  those  charitable 
organizations  that  provide  food,  clothing,  medical  equipment,  and 
supplies,  etc.,  to  the  needy  and  disaster  victims  have  found  that  contri- 
butions of  such  items  to  those  organizations  have  been  reduced. 

The  committee  believes  that  it  is  desirable  to  provide  a  greater  tax 
incentive  than  in  present  law  for  contributions  of  certain  types  of 
ordinary  income  property  which  the  donee  charity  uses  in  the  perform- 
ance of  its  exempt  purposes.  However,  the  conunittee  believes  that  the 
deduction  allowed  should  not  be  sucli  that  the  donor  could  be  in  a 
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hotter  after-tax  situation  bv  donating  the  property  than  l)v  selling 
it. 

E.i'2>lan((t'iOR  of  provision 

Tlie  committee  amendment  allows  a  coi'])oration  (other  than  a  sub- 
chapter S  corporation)  a  decbiction  for  up  to  half  of  the  appreciation 
on  certain  types  of  ordinary  income  property  contributed  to  a  public 
charity  or  a  private  operating  foundation. 

In  order  to  qualify  for  this  treatment,  the  following  conditions  must 
be  satisfied:  (1)  the  donee  must  use  the  property  in  a  use  related 
to  its  exempt  purpose  and  solely  for  the  care  of  the  ill,  the  needy, 
or  infants;  (2)  the  donee  must  not  transfer  the  property  in  exchange 
for  money,  other  property,  or  services;  and  (P>)  the  donor  must  receive 
a  statement  from  the  donee  representing  that  its  use  and  disposition  of 
the  property  will  comply  with  requii'ements  (1)  and  (2)  above. 

If  all  these  conditions  are  complied  with,  the  charitable  deduction 
will  generally  be  for  the  sum  of  (1)  the  taxpayer's  basis  in  the  prop- 
erty and  (2)  one-half  of  the  unrealized  appreciation.  However,  in  no 
event  is  a  deduction  to  be  allowed  for  an  amount  which  exceeds  twice 
the  basis  of  the  property.  Furthermore,  no  deduction  is  to  be  allowed 
for  any  part  of  the  unrealized  appreciation  which  would  have  been 
ordinary  income  (if  the  property  had  been  sold)  because  of  the  appli- 
cation of  the  recapture  provisions  relating  to  depreciation,  certain 
mining  exploration  expenditures,  certain  excess  farm  losses,  certain 
soil  and  water  conservation  expenditures,  and  certain  land-clearing 
expenditures. 

Effective  date 
This  provision  applies  to  charitable  contributions  made  after  the 
date  of  the  bilPs  enactment. 

Revenue  estimate 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 

receipts  of  $16  million  in  fiscal  year  1977,  $22  million  in  fiscal  vear 
1978,  and  $24  million  in  fiscal  year  1981. 

e.  Lobbying  activities  of  public  charities  (sec,  2512  of  the  bill  and 
sees.  501(h)  and  4911  of  the  Code) 

Present  Ioajo 
Present  law  (sec.  501(c)(3))  imposes  upon  every  organization 
qualifying  for  tax-exempt  status  as  an  educational,  charitable,  reli- 
gious, etc.,  organization  the  reqiiirement  that  "no  substantial  part  of 
the  activities  of  [the  organization]  is  carrying  on  propaganda,  or 
otherwise  attempting,  to  influence  legislation".  This  requirement  is 
also  a  precondition  of  such  an  organization's  qualification  to  receive 
charitable  contributions  that  are  deductible  for  income,  estate,  or  gift 
tax  pui-poses  (sees.  170(c),  2055(a),  2106(a),  2522(a),  and  2522(b)). 

Reasons  for  change 

The  language  of  the  lobbying  provision  was  first  enacted  in  1934. 

Since  that  time  neither  Treasury  regulations  nor  court  decisions  have 

given  enough  detailed  meaning  to  the  statutory  language  to  permit 

most  charitable  organizations  to  know  approximately  where  the  limits 
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arc  botwoon  what  is  permitted  by  tlie  statute  and  Avliat  is  for])idden 
])v  it.  Tliis  vacfneness  is,  in  lar<]:e  part,  a  function  of  the  uncertainty 
in  the  ineaninir  of  tlie  terms  "substantial  part"'  and  ''activities". 

Many  believe  that  the  standards  as  to  the  permissible  level  of  activi- 
ties under  present  law  are  too  va^ue  and  tliereby  tend  to  encoura<re 
subjective  and  selective  enforcement. 

Kxcept  in  the  case  of  private  foundations,  the  only  sanctions  avail- 
able at  present  with  respect  to  an  oriranization  which  exceeds  the  limits 
on  permitted  lobbyinir  are  loss  of  exempt  status  under  section  r>01(c) 
(3)  and  loss  of  qualification  to  receive  deductible  charitable  contribu- 
tions. Some  organizations  (particularly  organizations  which  have 
already  built  up  substantial  endowments)  can  split  up  their  activities 
between  a  lobbying  organization  and  a  charitable  organization.  For 
such  organizations,  these  sanctions  may  have  little  effect,  and  this 
lack  of  effect  may  tend  to  discourage  enforcement  effort.^ 

For  other  organizations  which  cannot  split  up  their  activities  l)e- 
tween  a  lobbying  organization  and  a  charitable  organization  and 
which  must  continue  to  rely  upon  the  receipt  of  deductible  contribu- 
tions to  carr}^  on  their  exempt  purposes,  loss  of  section  501(c)(3) 
status  cannot  be  so  easily  compensated  for  and  would  constitute  a 
severe  blow  to  the  organization. 

The  committee  amendment  is  designed  to  set  relatively  specific 
expenditure  limits  to  replace  the  uncertain  standards  of  present  law, 
to  provide  a  more  rational  relationship  betAveen  the  sanctions  and  the 
violations  of  standards,  and  to  make  it  more  practical  to  properly 
enforce  the  law.  However,  these  new  rules  replace  present  law  only  as 
to  charitable  organizations  which  elect  to  come  under  the  standards 
of  the  amendment.  The  new  rules  also  do  not  apply  to  churches  and 
organizations  affiliated  with  churches,  nor  do  they  apply  to  private 
foundations:  present  law  is  to  continue  to  apply  to  these  organizations. 
The  amendment  provides  for  a  tax  of  25  percent  of  the  amount  by 
which  the  expenditures  exceed  the  permissible  level.  Revocation  of 
exemption  is  reserved  for  those  cases  where  the  excess  is  unreasonably 
great  over  a  period  of  time. 

Explanation  of  provision 
The  committee  amendmeiit  permits  public  charitable  tax-exempt 
or.'janizations  to  elect  to  replace  the  present  ''substantial  part  of  activ- 
ities'' test  with  a  limit  defined  in  terms  of  expenditures  for  influenc- 
ing legislation.  The  basic  permitted  level  of  such  expenditures 
(''lol)]n'ing  nontaxable  amount")  for  a  year  is  20  percent  of  the  first 
$500,000  of  the  organization's  exempt  purpose  expenditures  for  iho 
year,  plus  15  percent  of  the  second  $500,000,  plus  10  percent  of  the 
third  $500,000,  plus  5  percent  of  any  additional  expenditures.  IIow- 

iThe  Treasury  Department's  regulations  (Re.cs.  §  1.501  (o)  (3)-l(c>(3)  (v) )  specifically 
provide  that  an  orfranization  that  loses  its  exempt  status  under  section  r>01  (c)(3)  i)ecause 
of  excessive  lohhyinu  can  become  exempt  on  Its  own  income  under  section  HOI  (c)(4)  as  a 
"social  welfare"  orjranlzatlon.  Also,  a  niimber  of  organizations  that  have  in  this  manner 
shifted  to  section  nOKc)  (4)  have  creatod  related  organizations  to  carry  on  their  charitable 
activities,  to  qualify  for  exemption  under  501(c)(3).  and  to  qualify  to  receive  deductible 
charitable  contributions.  If  the  original  organization  has  built  up  a  substantial  endow- 
ment during  its  years  of  section  .501  (c)(3)  status.  It  can  then  carry  on  its  "excessive" 
lobbying  activities  financed  by  the  income  it  receives  from  its  tax-dednctin:.'  endowment. 
As  a  result,  although  there  may  h.ave  been  some  Inconvpnlence  and  administrative  con- 
fusion durlntr  the  changeover  period,  it  is  possible  In  such  a  case  for  the  lobbying  rules 
to  be  violated  without  any  significant  tax  consequences. 
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ovor,  m  no  ovoiit  is  this  porniittod  level  to  exceed  <i  "cap"  of  $1,000,000 
for  any  one  vear. 

Within  those  limits,  a  separate  limitation  is  placed  on  so  called 
"^rrass  roots  lobbvina''— that  is,  attempts  to  influence  the  oenoial 
public  on  legislative  matters.  This  <rrass  roots  nontaxable  amount  is 
one-fourth  of  the  lobbying  nontaxable  amount. 

The  conmiittee  amendment  is  substantively  the  same  as  K.lv.  13500, 
v/hich  was  recently  passed  by  the  House,  except  that  the  House  bill 
disallowed  charitable  deductions  for  out-of-pocket  expenditures  to 
influence  legislation  even  if  the  expenditures  were  for  the  use  of  or- 
ganizations which  are  ineligible  to  elect  the  expenditures  test. 

Sanctions. — An  electing  organization  that  exceeds  either  the  gen- 
eral limitation  or  the  grass  roots  limitation  in  a  taxable  year  is  to 
be  subject  to  an  excise  tax  of  25  percent  of  its  excess  lobbying  expendi- 
tures.^ Furthermore,  if  an  electing  organization's  lobbying  ex])endi- 
tures  normally  (that  is,  on  the  average  over  a  four-year  period) 
exceed  150  percent  of  the  limitations  described  above,  the  organization 
is  to  lose  its  exempt  status  under  section  501  (c)  (3).=^ 

Influencing  legislation. — For  purposes  of  these  new  rules,  the 
amendment  defines  the  term  "influencing  legislation"  as  any  attempt  to 
influence  any  legislation  through  an  attempt  to  affect  the  opinion  of  the 
general  public  or  any  segment  thereof  ("grass  roots  lobbying")  and 
any  attempt  to  influence  any  legislation  tlirough  communication  w-ith 
any  member  or  employee  of  a  legislative  body,  or  v.ith  any  other 
government  official  or  employee  who  may  participate  in  the  formula- 
tion of  the  legislation  ("direct  lobbying"). 

The  committee  amendment  excludes  from  "influencing  legislation" 
the  following  three  categories  of  activities:  (1)  making  available  the 
result  of  nonpartisan  analysis,  study,  or  research;  (2)  providing  tech- 
nical advice  or  assistance  in  response  to  a  written  request  by  a  gov- 
ernmental body;  and  (3)  appearances  before,  or  communications  to, 
any  legislative  body  with  respect  to  a  possible  decision  of  that  body 
which  might  affect  the  existence  of  the  organization,  its  powers  and 
duties,  its  tax  exempt  status,  or  the  deduction  of  contributions  to  the 
organization. 

In  addition,  the  committee  amendment  excludes  communications 
betAveen  the  organization  and  its  bona  fide  members  unless  the  com- 
munications directly  encourage  the  members  to  influence  legislation 
or  directly  encourage  the  members  to  urge  nonmembers  to  influence 
leffislation."* 


-  If,  for  a  year,  the  organization's  expenditures  exceed  both  tlie  nontaxable  lobbying 
amount  and  the  nontaxable  grass  roots  amount,  then  the  25-percent  tax  is  to  be  im- 
posed on  whichever  one  of  these  excesses  is  the  {greater.  This  excise  tax,  lilce  the  excise 
taxes  imposed  with  respect  to  private  foundations  and  qualified  pension,  etc.,  plans,  is  In 
no  event  to  be  deductible. 

'  An  organization's  lobbying  expenditures  "normally"  exceed  l.'lO  percent  of  the  per- 
mitted amount  if  (1)  the  sum  of  its  lobbying  expenditures  (or  grass  roots  expenditures) 
for  the  4  years  Immediately  preceding  the  current  year  is  greater  than  (2)  1.10  percent 
of  the  sum  of  the  "lobbying  nontaxable  amounts"  (or  grass  roots  nontaxable  amounts) 
for  those  same  4  years. 

*  An  allocable  portion  of  the  cost  of  a  publication  which  is  designed  primarily  for  mem- 
bers and  which  includes  some  material  directly  encouraging  the  members  to  engage  in  direct 
lobbying  is  to  be  treated  as  an  expenditure  for  direct  lobbying.  However,  the  fact  that  some 
copies  of  the  publication  are  distributed  to  libraries  and  other  bona  fide  subscribers  will 
not  cause  any  portion  of  those  expenditures  to  be  treated  as  expenditures  for  grass  roots 
lobbying.  On  the  other  hand,  If  more  than  15  percent  of  the  copies  of  the  publications  are 
distributed  to  nonmembers  (including  libraries),  the  portion  of  the  cost  of  the  publication 
allocable  to  the  lobbying  material  Is  to  be  allocated  between  the  activities  relating  to 
members  and  the  activities  relating  to  nonmembers  (grass  roots  lobi)ylug)  in  proportion 
to  the  distribution  of  the  publication. 

72-96(5 7 
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F.cfmpf  p^rpofie  e.vpe)ub'tinrs. — A?  indicated  above,  the  determina- 
tion of  wliotlier  an  elect inof  oriranization  is  subject  to  tlie  excise  tax 
establislied  by  the  anienchnent  is  to  be  niacU^  by  comparing:  the  amount 
of  the  lobbying:  exj^enditures  witli  tlie  orfranization's  "'exempt  ]Mirpose 
exiMMiditures"  for  the  taxable  year.  The  term  **exem])t  ])urpose  expend- 
itures" includes  the  total  of  the  amounts  paid  or  incurred  by  the  or- 
pinization  for  exempt  reliL^ious  charitable,  educational,  etc.,  purposes. 

In  com]:)urin2:  exenij^t  j)urpose  expenditures,  amounts  properly 
charL^eable  to  ca]>ital  account  are  to  be  ca]Mtalized.  However,  when  the 
caj)ital  item  is  deprecia])le,  then  a  reasonable  allowance  for  deprecia- 
tion, computed  on  a  straiiiht-line  basis,  is  to  be  treated  as  an  exempt 
purpose  expenditure. 

For  ]>urposes  of  these  provisions,  the  term  ''exempt  purpose  ex- 
pcTiditure"  also  includes  administrative  expenses  paid  or  incurred 
with  respect  to  any  charitable,  etc.,  purpose;  it  also  includes  all 
amounts  ])aid  or  incuired  for  the  purpose  of  influencing  legislation, 
whether  or  not  for  exem])t  purposes. 

Exem])t  ]mrpose  exj^enditures  do  not  include  amounts  paid  or  in- 
curi-ed  to  or  for  a  sepaiate  fund-raisino:  unit  of  an  orofanization  (or  an 
affiliated  or;ofanization's  fund-raising  unit)  :  they  also  do  not  include 
amounts  paid  or  incurred  to  or  for  any  other  organization,  if  those 
amounts  are  paid  or  incurred  primarily  for  fundraising. 

Ainh'/ftJon  rules. — Tn  order  to  forestall  the  creation  of  numerous  or- 
ganizations to  avoid  the  effects  of  the  decreasing  percentages  test  used 
to  compute  the  lobbying  and  iri'ass  roots  nontaxable  amounts,  or 
elToits  to  avoid  the  Sl.000,000  "cap"'  on  lobbying  expenditures,  the 
amendment  provides  a  method  of  aggregating  the  expenditures  of  re- 
lated organizations. 

Tf  two  or  more  organizations  are  members  of  an  affiliated  group, 
and  at  least  one  organization  in  that  group  has  elected  to  come  imder 
the  new  rules  of  the  committee  amendment,  then  the  calculations  of 
lobbying  expenditures  and  exempt  purpose  expenditures  are  to  be  met 
l)y  taking  into  account  the  expenditures  of  the  entire  group.  If  the  ex- 
penditures of  the  group  as  a  whole  exceed  the  permitted  limits,  each 
of  the  electing  organizations  is  to  pay  the  tax  on  its  proportionate 
share  of  the  group's  excess  lobbying  expenditures.  The  nonelecting 
members  of  the  group  are  to  remain  under  existing  law  with  regard 
to  their  expenditures  and  other  activities. 

Generally,  two  organizations  are  affiliated  if  (1)  one  organization 
is  bound  by  decisions  of  the  other  organization  on  legislative  issues,  or 
(2)  the  governing  board  of  one  organization  includes  enough  repre- 
sentatives of  the  other  organization  to  cause  or  prevent  action  on  legis- 
lative issues  by  the  first  organization.^  Where  organizations  are 
affiliated,  as  described  above,  in  a  chain  or  similar  fashion,  all  orga- 
nizations in  the  chain  are  to  be  treated  as  one  group  of  affiliated  orga- 
nizations. Thus,  for  instance,  if  organization  Y  is  bound  by  the  deci- 

sThpfp  is  affiliation  if  eitlipr  of  the  two  conditions  is  satisfied,  that  is.  if  there  is  either 
contrnl  Through  the  operation  of  the  governins:  instrumenr  or  votinjr  control  thronerh 
"interlnckintr  directorates."  In  jreneral.  any  dejrroe  of  control  hv  operation  of  jroverninsr 
in^Jtrumeiits  is  moujrh  to  sntisfy  this  affiliation  test.  The  existence  of  the  power  is  suffi- 
cient, whether  or  not  the  "controllinjr"  organization  is  exerclsinpr  the  power.  However, 
t'le  f'>mmitt''e  amendment  provides  a  special  rule  to  appl.v  in  certain  limited  control 
situations  where  the  affiliation  in  the  srronp  exists  solely  hecause  of  the  control  provisions 
of  iroverninjr  instruments  (i.e..  there  are  no  interlockini?  directorates)  and  where  those 
control  provisions  operate  only  with  respect  to  national  le|?islatIon. 
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sions  of  organization  X  on  le^i^islative  issues  and  organization  Z  is 
bound  by  the  decisions  of  organization  Y  on  such  issues,  then  X,  Y, 
and  Z  are  all  members  of  one  affiliated  group  of  organizations.  How- 
ever, if  a  group  of  autonomous  organizations  control  another  organiza- 
tion'but  no  one  organization  hi  the  controlling  group  can,  by  itself, 
control  the  actions  of  the  potentially  controlled  organization,  the  or- 
ganizations are  not  treated  as  an  affiliated  group  by  reason  of  the 
"interlocking  directorates"  rule. 

Where  there  is  an  affiliated  group,  a  number  of  the  provisions 
discussed  above  are  to  be  applied  as  though  the  affiliated  group  con- 
stitutes one  organization. 

Disallowance  of  deduction  for  out-of-pocket  expenses  to  infliience 
legislation. — Under  present  law,  a  deduction  is  available  for  certain 
out-of-pocket  expenditures  incurred  by  a  person  on  behalf  of  a  chari- 
table organization.  Since,  for  purposes  of  the  new  expenditures  test, 
it  is  necessary  to  have  relevant  expenditures  appear  in  the  books  and 
records  of  the  organizations,  an  expenditures  test  could  readily  be 
evaded  if  the  lobbying  could  be  conducted  on  behalf  of  the  organiza- 
tion bv  individuals  with  deductible  out-of-pocket  contributions. 
Accordingly,  the  amendment  provides  that  a  person  may  not  deduct 
out-of-pocket  expenditures  on  behalf  of  a  charitable  organization  if 
the  expenditure  is  made  for  the  purpose  of  influencing  legislation.^ 
and  if  the  organization  is  eligible  to  elect  the  expenditures  test  pro- 
vided by  the  committee  amendment. 

SfatU'S  of  orgamzatlon  after  loss  of  charitable  status. — Under 
present  law,  an  organization  which  loses  its  exempt  status  under  sec- 
tion 501(c)  (3)  generally  can  nevertheless  remain  exempt  on  its  own 
income  (although  generally  ineligible  to  receive  deductible  charitable 
contributions)  as  a  "social  welfare"  organization  under  section  501(c) 
(4) ).  The  availability  of  this  continued  exemption  permits  an  organi- 
zation to  build  up  an  endowment  out  of  deductible  contributions  as  a 
charita.ble  organization  and  then  use  that  tax-favored  fund  to  sup- 
port substantial  amounts  of  lobbying  as  a  section  501(c)(4)  social 
wel  fare  organization.'^ 

In  order  to  prevent  such  a  transfer  of  charitable  endowment,  the 
committee  amendment  provides  that  an  organization  which  is  eligible 
to  elect  under  this  provision  cannot  become  a  social  welfare  organiza- 
tion exempt  under  section  501(c)  (4)  if  it  has  lost  its  status  as  a  char- 
ity l:)ecause  of  excessive  lobbying.  The  committee  amendment  also 
gives  the  Treasury  Department  the  authority  to  prescribe  regulations 
to  prevent  avoidance  of  this  rule  (for  example,  by  direct  or  indirect 
transfers  of  all  or  part  of  the  assets  of  an  organization  to  an  organiza- 
tion controlled  by  the  same  person  or  persons  who  control  the  trans- 
feror organization) . 

Disclosure  of  lohhying  expenditures. — In  order  to  permit  the  pub- 
lic to  obtain  information  as  to  lobbying  expenditures  by  organiza- 

"Trpasiiry  Ro^nlations  §  1 .170A-1  fhUH^  provide  that  "Xo  dednction  shall  he  allowed 
under  section  170  for  expenditures  for  lobbyinj^  purposes,  promotion  or  defeat  of  lesris- 
lation,  etc."  However,  it  is  not  clear  that  this  provision  of  the  Regulations  has  been 
apnlit'd   to  disallow   deductions  for  such   expenditures. 

'  State  law  would  in  the  usual  case  require  the  funds  oriqrinall.v  dedicated  to  charitable 
purposes  to  remain  so  dedicated,  even  though  the  organi^^ation  may  have  lost  its  Internal 
I?eveuue  Code  charitnble  status.  However,  it  is  not  clear  whether  State  law  would  pre- 
vent such  an  organization  from  carrying  on  substantial  lobbying  activities. 
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tions  that  have  elected  to  come  under  the  standards  of  the  new  provi- 
sions, the  amendment  revises  section  1)0133  to  specifically  require  that 
any  or^i^anization  that  has  elected  under  these  niles  must  disclose  on  its 
information  return  the  amount  of  its  lobhying  expenditures  (total  and 
<rrass  roots),  tofrother  with  the  amount  that  it  could  have  spent  for 
these  purposes  without  beinfr  subject  to  the  new  excise  tax  provided  by 
the  committee  amendment.  If  an  electing  organization  is  a  member 
of  an  alliliated  group,  then  it  nnist  provide  this  information  with  re- 
spect to  the  entire  group,  as  well  as  with  respect  to  itself. 

This  amendment  is  not  intended  to  restrict  any  authority  that  the 
Treasury  Department  may  have  mider  existing  law  to  require  cxemj)t 
organizations  to  provide  information  for  the  purpose  of  carrjung  out 
tlie  internal  revenue  laws. 

Klectlons. — An  election  by  an  organization  to  have  its  legislative 
activities  measured  by  the  new  expenditures  test  is  to  be  elTective  for 
all  taxable  years  of  the  organization  which  end  after  the  date  the 
election  is  made,  and  begin  before  the  date  the  election  is  revoked 
by  the  organization.  Thus,  an  organization  can,  at  any  time  before 
the  end  of  the  taxable  year,  elect  the  new  rules  for  that  taxable  year. 
Once  such  an  election  is  made,  it  can  be  revoked  only  prospectively — 
that  is,  it  cannot  be  revoked  for  a  taxable  year  after  that  year  lias 
Ix^gun. 

Eligible  organizations. — As  a  result  of  concerns  expressed  by  a 
number  of  churches  and  in  response  to  their  specific  request,  the 
conunittee  amendment  does  not  permit  a  church  or  a  convention  or 
association  of  churches  (or  an  integrated  auxilary  or  a  member  of  an 
affiliated  group  which  includes  a  church,  etc.),  to  elect  to  come  under 
those  provisions.* 

Effert  of  court  decision. — Tlio  committee  is  aware  of  the  recent  tax 
litigation  involving  Christian  Echoes  National  Ministry,  Inc. 

In  the  course  of  tlicir  opinions,  the  various  courts  which  rendered 
decisions  in  this  litigation  stated  conclusions  regarding  a  number  of 
legal  issues  or  issues  of  mixed  law  and  fact. 

Tlie  committee  has  proceeded  on  this  provision  witliout  evaluating 
that  litigation.  So  that  unwarranted  inferenr'es  may  not  be  drawn 
from  the  adoption  of  this  amendment,  the  conimitee  states  that  its 
actions  are  not  to  be  regarded  in  any  way  as  an  approval  or  disapproval 
of  the  decision  of  the  Court  of  Appeals  for  the  Tenth  Circuit  in 
Christian  Echoes  National  Ministri/,  Inc.  v.  U.S.^  470  F.  2d  849  (1972) , 
or  of  the  reasoning  in  any  of  the  opinions  leading  to  that  decision. 

Effective  dates 
In  order  to  provide  time  for  the  Treasury  Department  to  promul- 
gate the  necessary  regulations  interpreting  the  committee  amendment 
and  providing  for  making  elections  under  the  new  rules,  the  provi- 
sions of  the  committee  amendment,  with  certain  limited  exceptions, 
become  effective  only  for  taxable  years  beirinning  after  Docember  ol. 
1976.  However,  the  rule  wliich  provides  that  a  section  501  (c)  (3)  oi-- 

"  since  private  foundations  are  already  suhject  to  excise  taxes  on  activities  Involvins: 
influencinfr  legislation  under  section  4045,  they  are  Ineligible  for  these  new  rnles.  Also, 
organizations  which  are  puhllc  charities  because  they  are  support  organizations  (under 
section  r.OO  (a)(3))  of  certain  types  of  social  welfare  organizations  (sec.  501(c)(4)). 
labor  unions,  etc.  (sec  501(c)(5)).  or  trade  associations  (sec.  501(c)(6))  are  InellRiblt 
to  make  this  election. 
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pinization  which  loses  its  charihihlo.  etc.,  status  because  of  excess  lol)- 
bvino-  cannot  thereafter  be  exenipt  under  section  r)()l(c)  (4)  ai)plies  to 
jictivities  occurring  after  the  date  of  enactment.  Tlie  aniendnients  con- 
forming the  estate  tax  charitable  deduction  provisions  ai)ply  to  the 
estates  of  decedents  dying  after  December  31,  1076,  and  the  amend- 
ments conforming  the  gift  tax  charitable  deduction  requirements 
apply  to  gifts  in  calendar  years  beginning  after  December  31,  lOTG. 

Revenue  effect 
It  is  estimated  that  this  provision  will  affect  budget  receipts  by  less 
than  $5  million  annually. 

/.  Tax  liens,  etc,  not  to  constitute  ^'acquisition  indebtedness''  (sec, 
2513  of  the  bill  and  sec,  514(c)(2)  of  the  Code) 

Present  law 

Generally,  organizations  which  are  exempt  from  Federal  income  tax 
(under  section  501(a) )  are  taxed  only  on  income  from  trades  or  busi- 
nesses which  are  unrelated  to  the  organization's  exempt  purposes ;  they 
are  not  taxed  on  passive  investment  income  and  income  from  any  trade 
or  business  which  is  related  to  an  organization's  exempt  purposes.^ 

Before  1969,  some  exempt  organizations  had  used  their  tax-exempt 
status  to  acquire  businesses  through  debt  financing,  with  purchase 
money  obligations  to  be  repaid  out  of  tax-exempt  profits;  for  example, 
as  from  leasing  the  assets  of  acquired  businesses  to  the  businesses'  for- 
mer owners. 

The  Tax  Reform  Act  of  1969  provided  (the  so-called  "Clay  Brown 
provision")  that  an  exempt  organization's  income  from  "debt-financed 
property",  which  is  unrelated  to  its  exempt  function,  is  to  be  subject 
to  tax  in  the  proportion  in  which  the  property  is  financed  by  debt. 
In  general,  debt-financed  property  is  defined  as  "any  property  which 
is  held  to  produce  income  and  with  respect  to  which  there  is  acquisi- 
tion indebtedness''  (sec.  51-l(b)(l)).  A  debt  constitutes  acquisition 
indebtedness  with  respect  to  property  if  the  debt  was  incurred  in  ac- 
quiring or  improving  the  propert}- ,  or  the  debt  would  not  have  been  in- 
cui'red  '"but  for"  the  acquisition  or  improvement  of  the  property.- 

AVhere  property  "is  acquired  subject  to  a  mortgage  or  other  similar 
lien."  the  debt  secured  bv  that  lien  is  generally  considered  acquisition 
indebtedness.  The  Treasury  Regulations  (Regs.  §  1.51-l(c)-l(b)  (2)) 
provide,  in  effect,  a  special  rule  for  debts  for  the  payment  of  taxes,  as 
follows:  ''[I]n  the  case  where  State  law  provides  that  a  tax  lien  at- 
taches to  property  prior  to  the  time  when  such  lien  becomes  due  and 

1  There  are  Pome  exceptions  to  the  jieneral  rule  that  passive  investment  Income  Is  tax- 
oxempt.  P^or  example,  social  cluhs  (sec.  i501(c)(7))  and  voluntary  employees'  beneficiary 
associations  (sec.  r)01(c)(9))  are  jrouerally  taxed  on  such  income.  Also,  private  founda- 
tions are  subject  to  an  excise  tax  of  4  percent  (which  the  bill,  as  amended  by  the  commit- 
tee, lowers  to  2  percent)  on  their  net  investment  income  (sec.  4040). 

-There  are  several  exceptions  from  the  term  acquisition  Indebtedness.  For  instance,  one 
exception  is  imdebtedness  on  propertv  which  an  exempt  organization  receives  bv  devise, 
bequest,  or.  under  certain  conditions.'  by  jrift.  This  excejition  allows  the  organization  re- 
cpi>in,e:  the  property  to  have  a  10-yenr  period  of  time  within  which  to  dispose  of  it  free 
of  tax  under  this  provision,  or  to  r^^tain  the  property  and  reduce  or  discharge  the  Indebted- 
ness on  it  with  tax-free  Income.  Also,  the  term,  "acquisition  indebtedness"  does  not  include 
indebtedness  which  was  necessarily  incurred  in  the  performance  or  exercise  of  the  purpose 
<M-  function  constituting  the  basis  of  the  organization's  exemiitlon.  Special  exceptions  are 
also  provided  for  the  sale  of  annuities  and  for  debts  insured  by  the  Federal  Housing  Admin- 
istration to  finance  low  and  moderate-income  housing. 
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payable,  such  lieu  shall  not  be  treated  as  siinilai-  to  a  nioi-tua^ire  until 
after  it  has  l)ecome  due  and  payable  and  the  orfranization  has  luid  an 
o})portnnity  to  pay  such  lien  in  accordanee  with  State  law.'' 

There  is*  no  similar  exception  for  State  or  local  governments'  spe- 
cial assessments  to  finance  improvements. 

neasoiu  for  change 

It  is  common  practice  for  State  and  local  governmental  units  in  some 
States  to  undertake  certain  improvements  to  land,  such  as  roads,  curbs, 
gutters,  sewer  systems,  etc.,  and  to  finance  these  improvements  either 
through  genei'al  tax  reveiuies  or  sj)e('ial  assessments  imposed  on 
the  land  which  the  improvements  are  intended  to  benefit.  The  iuune- 
diate  funds  for  the  improvements  are  provided  by  the  sale  of  bonds 
secured  by  liens  on  the  land.  The  bonds  are  then  paid  off  either 
through  the  general  tax  re^•enues  or  the  special  assessments  over  a 
period  of  years. 

The  Internal  Revenue  Sei-vicc  has  taken  the  ])Osition  tliat  if  a  lien 
arises  from  a  special  assessment  of  the  type  described  above,  as  op- 
posed to  a  property  tax  lien,  the  lien  securing  the  installment  pay- 
ments of  the  assessment  will  constitute  acquisition  indebtedness,  even 
though  the  installment  payments  are  due  in  future  periods. 

The  indebtedness  arising  from  a  special  assessment  of  this  sort  does 
not  appeal*  to  be  the  type  of  indebtedness  that  the  debt-financed  prop- 
erty provisions  were  intended  to  deal  with  in  the  1969  Act. 

Explanation  of  provision 

The  amendment  provides  that  the  indebtedness  with  respect  to 
which  a  lien  arising  from  taxes  or  a  lien  for  special  assessments  made 
by  a  State  or  an  instrumentality  or  a  subdivision  of  a  State  will  not 
be  acquisition  indebtedness  until  and  to  the  extent  that,  an  amount 
secured  by  the  lien  becomes  due  and  payable  and  the  exempt  orga- 
nization has  had  an  oppoitunity  to  pay  the  taxes  or  special  assess- 
ments in  accordance  Avith  State  law."^  However,  it  is  not  intended  that 
this  provision  apply  to  special  assessments  for  improvements  wliich 
are  not  of  a  type  normally  made  by  a  State  or  local  governmental 
unit  or  instrumentality  in  circum.stances  in  which  the  use  of  the  special 
assessment  is  essentially  a  device  for  financing  improvements  of  the 
soit  that  normally  would  be  financed  privately  rather  than  through  a 
government. 

In  determining  when  a  lien  becomes  due  and  payable  and  the  ex- 
empt organization  has  had  an  opportunity  to  pay  the  necessary 
amount  in  accordance  with  State  law,  consideration  must  be  given  to 
the  realities  of  the  situation,  and  not  mereh^  the  formal  recitations  of 
State  law.  For  example,  Haw^aii  law  (sec.  67-23)  provides  that  spe- 
cial assessments  become  ''due  and  payable"  at  the  end  of  a  designated 
30-day  period.  However,  a  failure  to  pay  the  assessment  at  the  end 
of  that  period  constitutes,  under  State  law,  an  election  to  pay  the 
assessment  in  installments  (sec.  67-23;  see  sec.  67-25).  Sanctions  are 
then  provided  (sees.  67-27  and  67-29)  in  the  event  of  failure  to  pay 
the  installments  when  due.  In  such  a  situation,  the  committee  intends 

'This  amonfiment  is  intondod  to  apply  also  to  tlip  deflnirion  of  biislnpss-lfasp  Indphtf-d- 
ness  in  section  514  (jr>.  However,  since  tliat  provision  is  proposed  to  be  repealed  by  the 
committee  amendment,  no  statutory  amendment  is  made  to  it. 
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that,  for  purposes  of  tliis  ])r()\  isiou.  the  assossiiicut  lien  l^ecomes 
and  payable  only  at  the  time  when  the  relevant  installment  is  required 
to  be  paid. 

Effective  date 
Since  this  amendment  is  intended  to  reflect  the  intent  of  Conirress 
when  it  amended  section  514  in  1969,  the  amendment  is  to  apply  to  all 
taxable  years  beginning  after  December  31, 1969. 

Revenue  estwiate 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

g.  Extension  of  private  foundation  transition  rule  for  sale  of  busi- 
ness holdings  (sec,  2514  of  the  bill  and  sec,  101{l)(2)(B)  of 
the  Tax  Reform  Act  of  1969) 

Present  lata 

The  Tax  Reform  Act  of  19G9  imposed  taxes  upon  certain  trans- 
actions between  a  private  foundation  and  its  "disqualified  persons" 
(o-enerally,  persons  with  an  economic  or  managerial  interest  in  the  op- 
eration of  that  foundation).  Among  the  transactions  to  which  these 
taxes  on  "self -dealing"  apply  are  the  sale,  exchange,  or  leasing  of 
property  (sec.  4941).  The  1969  Act  also  added  a  provision  to  tlie  Code 
which  limits  the  combined  ownership  of  a  business  enterprise  by  a 
private  foundation  and  all  disqualified  persons  and  taxes  any  excess 
holdings  which  are  not  divested  within  a  required  period  of  time  (sec. 
4943). 

The  1969  Act  permits  a  private  foundation  to  sell  excess  business 
holdings  (held,  or  treated  as  held,  by  the  foundation  on  ]May  26, 1969) 
to  a  disqualified  person  if  the  sales  price  equals  or  exceeds  the 
fair  market  value  of  the  property  being  sold.  This  rule  was  generally 
intended  to  allow  private  foundations  and  disqualified  persons  to 
disentangle  their  affairs  and  was  based  on  the  fact  that  in  the  case  of 
many  closely-held  companies  the  only  ready  market  for  a  private 
foundation's  holdini>-s  would  be  disqualified  persons.  This  rule  has  no 
terminal  date.  This  rule  (sec.  101(2)  (2)  (B)  of  the  1969  Act)  also  pro- 
vides that  prior  to  January  1,  1975,  a  private  foundatioii  could  have 
sold  business  holdings  which  would  have  been  excess  business  hold- 
ings but  for  the  special  "grandfather"  rules  in  the  statute  (sec.  4943 
(c)  (4)  and  (5) )  to  disqualified  persons. 

Reasons  for  clutnge 
It  has  come  to  the  committee's  attention  that,  despite  the  5-3'ear 
transitional  period  in  which  the  grandfathered  excess  business  hold- 
ings could  have  been  sold  to  disqualified  persons  by  private  founda- 
tions, some  private  foundations  which  have  wished  to  make  such  a 
sale  or  other  disposition  have  not  done  so.  The  committee  believes 
generally  that  it  is  still  desirable  to  encourage  private  foundations 
to  divest  themselves  of  holdings  in  enterprises  in  which  disquali- 
fied persons  have  a  significant  interest  provided  that  the  foundation 
receives  fair  market  value  for  the  business  holdings.  However,  the 
committee  continues  to  believe  that,  in  general,  it  is  still  desirable  to 
prevent  most  sales,  exchanges,  or  other  dispositions  between  a  private 
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foiiihlarion  and  di.-ijualiruvl  pcr.-oiis  aiul  ihi'ix'foro  it  maki's  these  sales 
to  (lis(|iialitie(l  ]iej-sons  ])()ss!l)le  without  imposition  of  tlie  self-dealin*^ 
tax  only  throuirli  the  leniainchM"  of  tlds  year. 

h\r/t}<in'itton  of  p/or/'sfon 
The  committee  amendment  extends  th.e  etrective  date  of  a  private 
foniuhition  tran>itional  iide  in  the  Tax  Keform  Act  of  196J)  (sec.  101 
(1)(2)(B)  to  make  that  transitional  rule  apply  to  a  sale,  exchan<re, 
or  other  disposition  of  the  "non(»xcess"  hnsiness  holdinjrs  referred  to 
above  which  takes  ])lace  before  January  1,  1977.  Tliis  extension  <loes 
not  effect  any  of  the  other  re(|uireinents  of  section  101(1)  (2)  (B). 
Tlierefore,  for  example,  the  recpiirements  that  such  a  disposition  is 
allowed  only  as  to  property  which  is  owned  by  a  private  foundation 
on  May  20,  I960  (or  which  is  considered  as  having  been  owned  by  a 
private  foimdation  on  that  date),  and  the  requirement  that  the  foini- 
dation  receive  at  least  fair  market  value  for  the  property,  are  not 
atl'ivted  by  this  amendment/ 

Effective  d^te 
This  provision  applies  to  dispositions  occunino^  after  the  date  of 
the  bill's  enactment  and  before  January  1.  1077. 

Revenue  estimate 
This  provision  is  not  expected  to  have  any  revenue  effect. 

h.  Private  operating  foundation;  imputed  interested  (sec.  2515  of 
the  bill  and  sees.  4940  and  4942  of  the  Code) 

Present  law 

Present  law  (sec.  4040)  imposes  a  4-percent  excise  tax  on  the  net  in- 
vestment income  of  a  private  foundation.  lender  an  earlier  amendment 
made  by  the  committee,  the  rate  is  to  be  reduced  from  4  percent  to  2 
percejit  for  taxable  years  beginning  after  December  31,  1976. 

Present  law  (sec.  4042)  also  imposes  a  penalty  tax  on  a  private  foun- 
dation which  fails  to  distribute  the  greater  of  its  adjusted  net  income 
or  its  minimum  investment  return.  The  minimum  investment  return  is 
a  fluctuating  percentage  (set  by  the  Treasuiy  annually  to  reflect  cur- 
rent rates  of  return)  multiplied  by  the  average  value  of  the  founda- 
tion's noncharitable  assets  for  the  taxable  year.  Under  another 
amendment  made  by  the  committee,  this  fluctuating  percentage  is  to 
be  a  fixed  5  percent  for  the  future.  The  adjusted  net  income  of  a 
foundation  (for  purposes  of  these  charitable  distribution  rule^)  is  its 
gi'oss  income  (including  tax-exempt  interest,  certain  capital  gains, 
and  certain  amounts  treated  as  qualifying  distributions  from  other  pri- 
vate foundations)  less  trade  or  business  expenses,  expenses  for  the 
])roduction  or  collection  of  income,  depreciation,  and  cost  depletion. 
Adjusteil  net  income  includes  imputed  interest. 

However,  the  normal  distribution  rules  applicable  to  ]>rivate  foun- 
dations do  not  apply  to  ''private  operating  foundations''.  A 
private  operating  foundation  is  basically  an  organization  which 
distributes   substantiallv   all   of   its   income   directlv   for  the   active 


^  In  addition.  If  a  transaction  under  this  transitional  rule  involves  the  receipt  of  in- 
debtedness by  the  private  foundation,  the  receipt  and  holding  of  such  Indobtediiess  is  to 
be  sroverned  bv  the  rules  under  section  101(1)  (2UC)  of  the  lOfiO  Act  and  Rocs.  §  ^>:^Ai)4l 
(d)-4(c)(4).  * 
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conduct  of  exempt  activities  and  which  meets  one  of  tlire<-  other  tests. 
Under  the  first  test,  substantially  more  than  one  half  of  tlie  assets  of 
the  foundation  must  he  devoted  directly  to  the  activities  for  which  it  is 
oro^anizcd  or  to  functionally  related  businesses.  Under  the  second  test, 
the  organization  must  normally  spend  an  amount  not  less  than  two- 
thirds  of  the  minimum  investment  leturn  (i.e.,  two-thirds  of  5  per- 
cent) to  me^^t  the  current  operating-  expenses  of  activities  wliich  con- 
stitute the  purpose  or  function  for  which  it  is  organized  and  opei-ated. 
Under  the  third  test,  the  organization  must  receive  substantially  all 
of  its  sup]>ort  from  5  or  more  exempt  organizations  and  from  the 
general  public,  and  not  moi'e  than  25  percent  of  the  foundation's  sup- 
port may  be  received  from  any  one  exempt  organization. 

Reasons  for  change 

It  has  come  to  the  attention  of  the  committee  that  the  present  rules 
requiring  private  operating  foundations  to  distribute  two-thirds  of 
their  minimum  investment  return  may  be  onerous  in  light  of  the  exist- 
ing requirement  that  they  distribute  substantially  all  of  their  income 
to  or  for  the  active  conduct  of  their  charitable  purposes.  Furtiier,  it  is 
often  difficult  to  make  intelligent  long-run  investment  decisions  when 
the  minimum  investment  return  will  vary  over  time.  Consequently,  the 
committee  believes  it  appropriate  to  reduce  the  minimum  amount  that 
a  foundation  must  distribute  in  order  to  be  classified  as  a  private 
operating  foundation  to  a  fixed  percentage  of  its  noncharitable  assets. 

It  has  also  come  to  the  attention  of  the  committee  that  there  are  some 
foundations  which  sold  property  prioi-  to  the  enactment  of  the 
rules  applicable  to  foundations  in  1969  or  an  installment  sales 
basis  that  did  not  call  for  a  stated  rate  of  interest.  Prior  to  the  enact- 
ment of  the  private  foundation  rules,  Avhether  the  foundation  had  in- 
terest income  was  not  relevant  because  the  foundation  paid  no  Fedeial 
taxes  on  interest  income.  Howevei',  with  the  enactment  of  the  private 
foundation  rules,  the  requirement  that  the  operating  foundation  dis- 
tribute income  imj^uted  to  the  foujidation  (under  sec.  480)  could  be 
onerous.  The  foundation  might  either  be  forced  to  expand  drastically 
its  ongoing  active  program,  or  be  foi-ced  to  make  one-time  grants, 
Avhich  may  cause  it  to  fail  one  of  the  I'equii'ements  for  operating  foun- 
dation status  (spending  substantially  all  of  its  income  for  the  act  ice 
conduct  of  its  exempt  activities,  as  distinguished  from  making  grants) . 
Consequently,  the  committee  does  not  believe  that  it  is  appropriate  to 
require  a  foundation  to  distribute  income  which  is  imputed  to  it  be- 
cause of  a  sale  made  before  the  Tax  Reform  Act  of  1969. 

In  addition,  it  has  come  to  the  attention  of  the  committee  that  the 
tax  imposed  (sec.  4940)  on  the  net  investment  income  of  a  private 
foundation  has  had  a  substantial  impact  on  libraries  and  museums. 
Private  foundations  providing  these  types  of  facilities  typically  must 
spend  all  of  their  incomes  to  provide  adequate  facilities  and  the  im- 
position of  a  tax,  even  at  a  rate  of  2  percent,  results  in  substantial  cur- 
tailments of  their  abilities  to  provide  librai-y  and  museum  facilities  to 
the  public.  Accordingly,  the  committee  Ixdieves  it  appropriate  to  re- 
move \\\^  tax  imposed  on  the  net  investment  income  of  such  organiza- 
tions. ITow^ever.  the  committee  believes  that,  as  part  of  tliis  relief,  a 
private  foundation  providing  the5;e  types  of  facilities  should  be  i-e- 
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quiriMl    to   spend   curiviilly    at    a   lii<:;lic'r   iniiiiiniini    level   for   these 
facilities. 

Explanation  of  provision 

The  committee  amendment  lowers  the  amount  wlndi  an  or<ranization 
nnist  spend  on  its  exempt  functions  to  be  considered  a  privat-e  operat- 
inir  foundation  (under  the  second  test  discussed  abo^•e)  from  two- 
thirds  of  its  minimum  investment  return  to  a  Hat  8  ])ercent  of  the 
avera<re  value  of  its  assets  which  are  not  used  in  the  active  conduct  of 
its  charitable  activities. 

The  committee  amendment  also  chan<^es  the  definition  of  adjust<»d 
net  income  foi-  purposes  of  determininfr  how  much  must  be  distributed 
or  spent  (to  Avoid  tax  under  sec.  494*2)  to  exclude  income  imputed 
to  the  foundation  (sec.  48^))  in  the  case  of  sales  made  before  the 
1060  Act.  Consequently,  a  private  foundation  will  not  be  required  to 
distribute  any  income  imputed  to  the  foundation.  Xonetheless,  im- 
puted income  is  still  included  in  the  net  investment  income  of  the 
private  foundation  for  purposes  of  the  4-percent  (2-percent  under 
the  bill,  as  repoi'ted  by  tlie  committee)  tax  (provided  by  sec.  4940). 

Finally,  the  committee  amendment  provides  that  the  excise  tax 
on  net  investment  income  (sec.  4940)  is  not  to  be  applied  to  a  quali- 
fy inir  museum  or  library  (an  organization  substantially  all  of  the 
activities  of  which  consist  of  providing  library  or  museum  facili- 
ties directly  to  the  public  on  a  continuing  basis  by  holding  open  its 
building  and  facilities  to  the  public  on  a  regular  schedule)  for  years 
during  which  it  has  elected  to  expend  for  these  activities  at  least  5 
percent  of  its  "noncharitable"  assets. 

Ejfective  date 
The  changes  made  by  the  committee  amendment  are  to  be  effec- 
tive for  taxable  years  ending  after  the  date  of  the  enactment  of  this 
Act. 

Revenue  effect 
It  is  estimated  that  this  provision  will  result  in  a  decrease  in  budget 
receipts  of  less  than  $5  million  annually. 

8.  Low  Income  Allowance  (sec.  2516  of  the  bill  and  sec.  141  of  the 

Code) 

Present  Jaw 
Prior  to  1975,  the  minimum  standard  deduction  (or  low-income 
allowance)  was  $1,300.  The  Tax  Eednction  Act  of  1975  raised  it  to 
$1,600  for  single  returns  and  to  $1,900  for  joint  returns  for  the  year 
1975.  The  Revenue  Adjustment  Act  of  1975  enacted  a  tax  cut  for 
the  first  half  of  1976  equivalent  to  an  increase  in  the  low-income 
allowance  to  $1,700  for  single  returns  and  to  $2,100  for  joint  returns.^ 

Reasons  for  cliange 
The  bill,  as  reported  by  the  Finance  Committee,  makes  permanent 
the  full-year  increase  in  the  standard  deduction  provided  in  the  Reve- 


1  The  specific  technique  used  to  achieve  this  half-year  tax  cut  -was  to  enact  an  increase 
in  the  low-income  allowance  one-half  as  large  as  the  full-year  increase  referred  to  above 
but  h;ive  that  tax  cut  entirely  reflected  in  lower  withheld  tax  paympnts  in  the  first  six 
months  of  197fi.  Thus,  the  actual  minimum  standard  deduction  now  in  effect  for  1976  is 
f  l.r»00  f.jr  single  returns  and  $1,700  for  joint  returns. 


91 

nue  Adjustmoiit  Art  of  1975,  including  an  increase  in  the  low-income 
allowance  to  $1,700  for  sinolo,  Returns  and  to  $2,100  for  joint  returns. 
That  provision  of  the  bill  also  extends  the  general  tax  credit  (equal 
to  the  greater  of  $35  per  person  or  2  percent  of  the  first  $9,000  of  tax- 
able income)  through  the  first  half  of  1977. 

The  committee  also  believes  that,  even  if  the  general  tax  credit 
is  allowed  to  expire  in  mid-1977,  there  should  not  be  a  significant 
tax  increase  at  that  time  for  low-income  people.  Thus,  this  further 
committee  amendment  proposes  to  increase  the  low  income  allowance 
for  tlie  last  half  of  1977  and  future  years. 

Explanation  of  provision 

This  further  committee  amendment  raises  the  low  income  allowance 
to  $1,850  for  single  returns  and  to  $2,400  for  joint  returns  for  the  year 
1977.  For  1978  and  future  years,  the  low  income  allowance  is  to  be 
$2,000  for  single  returns  and  $2,700  for  joint  returns. 

Hie  Finance  Committee  amendment  that  extends  the  tax  cuts  gen- 
erall  V  pro\ades  that  the  withholding  tables  that  were  put  into  effect 
because  of  the  1975  tax  cuts  be  used  through  June  30,  1977.  After 
June  30,  1977,  the  Secretary  o.f  the  Treasury  is  to  issue  new  with- 
holding tables  to  reflect  the  increases  in  the  standard  deduction  made 
in  this  bill.  These  would  include  the  full-year  increase  in  the  low 
income  allowance  in  this  amendment.  Thus,  the  increase  in  the  low 
income  allowance  for  1977  w^ill  be  approximately  reflected  in  lower 
withheld  taxes  in  the  last  six  months  of  1977. 

Effective  date 
The  increase  in  the  low-income  allowance  to  $1,850  for  single  re- 
turns and  $2,400  for  joint  returns  is  effective  for  taxable  years  begin- 
ning in  calendar  year  1977.  The  further  increase  to  $2,000  for  single 
returns  and  $2,700  for  joint  returns  applies  to  taxable  years  beginning- 
after  December  31, 1977. 

Revenue  effect 
It  is  estimated  that  this  provision  will  decrease  budget  receipts  bv 
$597  million  in  fiscal  year  1977,  $2,908  million  in  fiscal  year  1978,  and 
$3,577  million  in  fiscal  year  1981. 

9.  Equipment  Leasing— Transitional  Rule  for  "At  Risk"  Limita- 
tion (sec.  2518  of  the  bill  and  sec.  465  of  the  Code) 

The  bill,  H.R.  10612,  as  amended  by  the  committee,  applies  the  at 
rkk  limitation  to  equipment  leasing  activities  (sec.  202  of  the  bill). 
Under  this  provision,  the  losses  a  taxpayer  may  deduct  from  equip- 
ment leasing  are  limited  to  the  amount  of  capital  the  taxpayer  has 
actually  placed  at  risk  (and  could  lose)  in  the  activity.  The  commit- 
tee's amendment  makes  the  at  risk  limitation  effective  for  losses  at- 
tributable to  amounts  paid  or  incurred  in  equipment  leasing  activities 
after  December  31, 1975. 

Upon  further  reflection,  the  committee  fears  that  the  application  of 
the  at  risk  limitation  to  equipment  leasing  transactions  in  effect  be- 
fore 1976  would  discriminate  against  preexisting  leases.  The  commit- 
tee has  therefore  decided  to  provide  a  transitional  rule  for  these  pre- 
existing leasing  transactions. 
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I'nder  tliis  furtlier  coininiltoo  anuMulnHMit.  the  at  risk  nilo  is  not  to 
apply  to  tMiuii)inont  loasin^  actixitics  wlicie  the  lease  was  in  elfect  on 
December  31,  11)7.").  This  transitional  rule  will  apply  only  where  the 
taxpayor  is  able  to  establisli  the  existence  of  a  le<^ally  enforci^able  h^ase 
in  effect  on  December  31,  lJ)7r),  pertainin<j:  to  the  property  from  which 
h)sses  are  incurred  after  that  date. 

It  is  estimated  that  this  provision  will  decrease  budg^et  receipts  by 
Si  million  in  fiscal  year  11)77  and  by  S*J  million  in  fiscal  year  11)7S,  and 
inci-ease  budget  receipts  by  ^1  million  in  fiscal  year  1981. 

10.  Architectural,  Etc.,  Barriers  to  Handicapped  Persons — to  In- 
clude the  Deaf  and  Blind  (sec.  2520  of  the  bill  and  new  sees. 
190  and  263  of  the  Code) 

This  amendment  clarifies  the  committee  provision  which  allows 
taxi)ayers  to  deduct  currently  certain  costs  of  removin<r  ))arriers  to 
handicapped  and  elderly  persons  from  property  used  in  their  trade  or 
business,  instead  of  requirin^r  the  taxpayers  to  capitalize  such  ex- 
penditures. The  amendment  allows  the  deduction  for  the  costs  of 
removin":  barriers  to  blind  and  deaf  persons. 

It  is  estimated  that  this  provision  will  result  in  an  increase  in  budget 
receipts  of  less  than  $5  million  annually. 


IV.  COSTS  OF  CARRYING  OUT  THE  BILL  AND  VOTE  OF 
THE    COMMITTEE    IN    REPORTING    THE    COMMITTEE 

AMENDMENT  TO  H.R.  10612,  AS  REPORTED 

Revenue  cost 

In  compliance  with  section  252 (a)  of  the  Le<>-islative  Reorganization 
Act  of  1970,  the  followino-  statement  is  made  rehxtive  to  the  costs 
incurred  in  carrying  out  the  committee's  supplemental  amendment  to 
H.R.  10612.  The  connnittee  estimates  that  the  changes  in  fiscal  year 
budget  leceipts  made  by  this  are  those  shown  in  the  following 
table: 

(In  millions  of  dollars] 


Revenue  raising  provisions 

Revenue  reducing  provisions: 

Liberalized    minimum    standard 
deduction 

Revised  estate  and  gift  tax. 

Other  revenue  reducing  provisions 

Total,   revenue   reducing   pro- 
visions  

Nettotal,  all  provisions. -9  -651  -4,475  -6,106  -6,879  -7,635 

*  Less  than  $5,000,0C0. 

The  Treasury  Department  agrees  with  this  statement.  Part  II  of 
this  repoit  contains  a  more  detailed  statement  of  the  revenue  effect 
of  the  committee  amendment. 

In  accordance  with  section  403  of  the  Congressional  Budget  Act  of 
1974,  the  Director  of  the  Congressional  Budget  Office  has  examined 
the  committee's  revenue  estimates  for  all  provisions  raising  or  reduc- 
ing revenues  by  $50  million  or  more  in  any  one  of  the  first  5  years  after 
enactment  and  agrees  with  the  methodology  used  and  the  dollar  esti- 
mates resulting  therefrom.  As  to  provisions  which  affect  revenues  by 
less  than  $50  million,  no  estimate  or  comparison  of  the  estimates  has 
been  made  by  the  Director  of  the  Congressional  Budget  Office. 

Vote  of  the  coinmittee 

In  compliance  with  section  133  of  the  Legislative  Reorganization 
Act  of  1946,  the  following  statement  is  made  relative  to  the  vote  by 
the  committee  on  the  motion  to  report  the  amendment.  The  committee 
amendment  to  H.R.  10612,  as  amended  by  the  committee,  was  ordered 
reported  bv  a  voice  vote. 
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Fiscal  : 

/ear 

- 

TQ 

1977 

1978 

1979 

1980 

1981 

0) 

0) 

(0 

5 

8 

13 

-597 

-2,908 

-1,042 

-525 

-3.245 
-1,367 
-1,499 

-3,407 
-1,688 
-1,792 

-3,577 

-2,006 

-9 

-54 

-2,065 

-9 

-651 

-4,  475 

-6,111 

-6, 887 

-7,648 
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Tax  expenditures 

With  respect  to  the  effeots  of  the  coininittee  amendment  on  tax 
expenditures  durinir  the  next  five  fiscal  yeai*s.  tlie  foHowini^  statement 
is  made : 

In  accordance  with  section  r)08(a)(-2)  of  tlie  Conirressional  HndLict 
Act  of  1074.  after  consultation  witli  the  Director  of  the  Coni^ressional 
Bndiret  Office,  tlie  committee  states  that  the  clianiros  in  the  levels  of 
])ndij:et  receipts  for  the  transition  (piarter  and  iiscal  years  1077  throuirh 
1081  which  are  shown  in  table  2  (in  part  II  of  this  i-eport)  include 
the  changes  in  tax  expenditures  made  by  these  amendments. 


V.  CHANGES   IN   EXISTING   LAW 

In  the  opinion  of  the  committee,  it  is  necessaiy,  in  order  to  expedite 
the  business  of  the  Senate,  to  dispense  with  the  requirements  of  sub- 
section 4  of  rule  XXIX  of  the  Standing  Rules  of  the  Senate  (relating 
to  the  showing  of  changes  in  existing  law  made  by  the  connnittee 
amendment,  as  reported). 

(95) 
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